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OUR COVER 


Featured on our cover this month is the Honorable Irene F. Scott, 
the new Judge of the Tax Court of the United States. Judge Scott was 
appointed by the President for a 12-year term ending June 1, 1972. 
She took her oath of office on May 31 and assumed her duties as a 
Tax Court Judge on June 2, 1960. 


Prior to her appointment as Tax Court Judge, she served as a 
staff assistant to the Chief Counsel. As a member of the Office of Chief 
Counsel for the Internal Revenue Service she specialized in excess profits 
tax disputes under the 1939 Internal Revenue Code, commonly known 
as ‘Section 722"' cases. 


Judge Scott received her A. B. degree from the University of Ala- 
bama in 1932, her LL.B. degree from the Alabama University Law School 
in 1936 and her LL.M. degree from Catholic University, Washington, 
D. C., in 1939. She was admitted to the Alabama bar in 1936. 


From 1937 to 1950 she served as an attorney in the Office of 
Chief Counsel in Washington, D. C. She served as a member of the 
Excess Profits Tax Council in the Internal Revenue Service from 1950 
to 1952. In 1952 she joined the Appeals Division of the Office of Chief 
Counsel as a special assistant, and she represented the Commissioner 
before the Tax Court of the United States on excess profits tax disputes. 
She was appointed as staff assistant to the Chief Counsel in 1959. 


Judge Scott is a member of the Kappa Delta Sorority; Kappa Beta 
Pi, a legal fraternity; the Federal Bar Association; and the National 
Association of Women Lawyers. She is married and has two children. 


Cover photograph by Harris & Ewing. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
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IN THIS ISSUE 


Estate planning. There is a story, which we hope you have not 
heard before, of the estate planner who shot his client. Following 
arrest, he was questioned by the district attorney. “Why did you do 
it?” asked the district attorney. 


“He was a good friend of mine and a good client,” answered the 
murderer. “All of us worked very hard on this thing—the trust officer, 
the accountant, the insurance man and all of us lawyers. It was a 
beautiful set-up. It had trusts with all kinds of remainders; it had 
reversions and reverters; it had life estates and estates per autre vic; 
it had powers of invasion and powers of appointment; it had all kinds 
of legacies—general, specific, demonstrative, conditional, limited, resid- 
uary, tax-free and tax-burdened. There were all of these things and 
a lot more. It was a beautiful document, and I just couldn’t wait long 
to see whether it would work.” 


Perhaps the little item which appears in the department “From 
the Thoughtful Tax Man” will insure that the converse of the story 
will not happen—that is, that one of the client’s beneficiaries will shoot 
the attorney. It is written by Milton H. Reuben, attorney, New York 
City. See page 502. 


“Grossing up.” This phrase has been the subject of an amendment 
to the Boggs bill, which is the popular name of proposed legislation 
regarding the taxing of income from foreign sources in the computa- 
tion of the foreign tax credit. “Grossing up” means, very simply, that 
the United States parent corporation must include in its income not 
only the dividend it receives from its foreign subsidiary, but also the 
foreign tax which was paid by the subsidiary with respect to the divi- 
dend. The Boggs bill, as adopted by the House of Representatives, 
did not contain a provision for grossing up, because Chairman Mills 
stated that this problem would be taken care of in other bills. Early 
in June, however, Senator Gore introduced an amendment to H. R. 
10087, then being considered, which would provide for the grossing-up 
computation, but that amendment was dropped. With only a few 
weeks of Congress remaining, there is considerable doubt that any 
legislation in this area will be passed; but it’s only a few months until 
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January, 1961, when the whole subject is likely to be considered anew 
—and forewarned is forearmed. The article beginning at page 507 is 
written by Frederic G. Corneel, who is with the New York firm of 
Willkie Farr Gallagher Walton & Fitz Gibbon and who will shortly 
become a member of Sullivan & Worcester, Boston. 


Capital gains. The article at page 517 poses a theoretical problem 
which the author proceeds to solve by reference to the present law, the 
cases interpreting the statute, and the reasoning of the courts in 
reaching their decisions—all of which leads the reader to one conclu- 
sion. The author states: 


“If the capital gains tax is designed to encourage certain invest- 
ments, it should not make any difference whether the investor realizes 
upon his investment in one lump sum or in installments 


“It has been urged that it is necessary to have a low capital gains 
tax to assure the free alienation of property. On the basis of economic 
theory it is argued that the resources of a country will be more eco- 


\ 


“This new assignment is from a firm of estate planners. They want a drug 
which will affect their clients so that they cannot contemplate death.” 
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nomically utilized if the free alienation of property is encouraged. 
However, this goes further than the economists may consistently go. 
Economic theory dictates that there should be no artificial restraints 
on the disposal of property; economic theory cannot justify tax pat- 
terns that artificially encourage the disposal of property. The choice 
of whether to hold or sell property should be influenced by economic 
considerations and not by tax considerations. A tax law that places a 
premium on the sale of property as opposed to the development of 
property does not allow for the free action of economic forces.” 


The article is written by James R. Rowen of the New York law 
firm of Shearman & Sterling & Wright. 


How to eat your cake and have it, too. It is a perfectly normal 
human desire to want to have your cake and eat it, too. For example, 
with tax rates as high as they are, devices to minimize the govern- 
ment’s take and to retain as much income as possible are popular and 
plentiful. This tax situation has caused taxpayers to look for “tax 
havens.” Having found one, the next step is the best device to take 
advantage of the laws, or rather the absence of laws, in the tax haven. 
One such device is the trust—the foreign situs trust. The article at 
page 529 analyzes this device. The author, Alan H. Hammerman, is 
now associated with the Chicago law firm of Rudnick and Wolfe. 


Doing business in Germany. The population of the Common 
European Market is an estimated 160 million people. The institution 


of “the European Economic Community,” which is the official title, 
was set up in 1958 to unify the economies of six countries and abolish 
trade barriers across 1,700 miles. These six countries are France, West 
Germany, Italy, Belgium, the Netherlands and Luxembourg. 


According to the National Industrial Conference Board, a recent 
survey of the investment plans of a selected group of American manu- 
facturing firms disclosed that these firms were planning to invest 47 
per cent of their total foreign capital expenditures in European coun- 
tries. The manufacturing industries surveyed concentrating most 
heavily on European operations were machinery and transportation 
equipment. Many American industrialists fear that unless they can 
manufacture in the community, they may well be excluded from the 
common market; for, in its operations, the treaty will tend to penalize 
the manufacturer who relies on exporting from the United States. The 
article appearing at page 543 was written because for the past two 
years, many prospective American investors sought the advice of the 
author’s accounting firm. Rudolf J. Niehus is associated with the 
Disseldorf firm of Dr. Wollert-Dr. Elmendorff. 


Section 1244 stock. Laurence Goldfein, the author of the article 
which appeared last month at page 445, discussed the loss deductions 
for worthless securities of Section 1244 corporations. This month, at 
page 547, a follow-up article discusses the proposed regulations. 
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WASHINGTON TAX TALK 


Senate pommels taxpayers . . . Tax bills to be considered in 
1961 . . . Duties of tax administrators outlined by Latham. 


BOUT THE TIME that Floyd Patterson was attempting to knock 

Ingemar Johansson’s head off his shoulders in New York, the 
Senate in Washington was giving the taxpayer a like pommeling. The 
Senate passed the rate extension bill with amendments, extending for 
one year the 30 per cent corporate normal tax rate and extending the 
excise tax rates on local telephone calls, passenger travel, autos, auto 
parts, liquor, wine, beer and cigarettes. Then it tacked on an amend- 
ment which repealed the 4 per cent dividend received credit. Not 
content to stop here, the Senate tacked on another amendment, which 
cracked down heavily on business deductions for entertainment ex- 
penses. This amendment would permit taxpayers to deduct.(1) only 
expenses for food or beverages incurred for the primary purpose of 
providing an opportunity to advance the taxpayer’s trade or business 
and (2) gifts only as long as they do not exceed $10 per person per 
year. The Senate amendment made dues or initiation fees for social, 
athletic or sporting clubs nondeductible. 


The Senate rejected suggestions by the Finance Committee to 
repeal transportation, telephone and telegraph taxes. The Senate de- 
feated a floor amendment proposing a withholding tax on dividends, 
a proposal to tax gains from the sale of depreciable business assets 
as ordinary income, and a proposal to establish a sliding rate scale for 
computing percentage depletion. In the depletion areas, the Senate 
went after the brick and cement industries, which compute percentage 
depletion on the basis of their income from finished products instead 
of on the basis of the income attributable to the raw ores. 


The Senate amendments, of course, went to a conference com- 
mittee, where, in spite of their favorable electioneering potential, 
they did not survive. The best guess, however, is that the rate ex- 
tensions will become law, that Subchapter J and K amendments will 
also become law and that H. R. 10 (the self-employed individuals’ 
retirement bill) has only a 50-50 chance of passing. 


If the Senate had been on television, it probably would have 
drawn more viewers than the fight and Emmy awards. 
(Continued on page 553) 


Washington Tax Talk 501 





Milton H. Reuben, a New York City attorney, 
offers practical observations in respect to matters 
that are overlooked in estate planning. 


ATTORNEYS who do not devote a substantial part of their 
time to estate planning are apt to overlook important 
phases of the subject in rendering services to their clients. 
The field is a very wide one and covers many aspects. This 
discussion is intended to include some of the more important 
phases of estate planning that are frequently overlooked. 


Following are some of the more important of such omissions : 


(1) Loss of the saving that results from giving outright 
to a spouse, or by means of a marital deduction trust in favor 
of the spouse, more than the maximum marital estate tax 
deduction share available to the spouse owning most of the 
assets: The over-all tax bills become unnecessarily high. The 
estate of the first spouse to die is undertaxed and the estate of 
the other spouse may well be overtaxed. (The husband will 
be referred to, arbitrarily, as the first spouse to die.) If the 
wife gets more than the maximum marital deduction share, 
there is some credit available for the estate tax attributable 
to the tax paid by the prior estate. Of this credit, 100 per cent 
would be available if the wife died within two years after her 
husband; 80 per cent if she died during the third or fourth 
year; and a reduction of 20 per cent for each subsequent 
two-year period until the tenth year. After that no part of the 
credit is available. 

(2) Failure to emphasize sufficiently to the client the risk 
involved, in creating a power-of-appointment marital deduc- 
tion trust, that the wife in her will can appoint the fund 
outside the family—perhaps to a second husband or to some 
member of her own family: She might also unreasonably deny 
equality of treatment to her children. The client ought to be 
informed in every instance just how much more it would cost 
by way of estate taxes to avoid giving the power to the wife. 
It may not be sufficient for his decision merely to inform him 
that there is a large tax saving. 
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(3) Failure to encourage the wife to make gifts to her 
children from the principal of a marital deduction trust, so as 
to reduce her taxable estate at the time of her death: The hus- 
band’s will could empower the wife to make such gifts to the 
children, and also to direct the trustees to appropriate monies 
from the principal of the trust to pay any gift taxes that might 
result. Of course, it is essential to accomplish such a result 
that the widow be properly provided for by supplementary 
support from the trust of the residuary estate after the marital 
deduction trust becomes exhausted. 


(4) Retention of ownership of life insurance in the insured, 
the proceeds of which ought to be taken out of his gross tax- 
able estate by transfer of all of his rights in the policies to 
members of his family: The maintenance of such life insurance 
owned by the insured should be considered as being subject 
to estate tax at the highest brackets. It can be very costly. 
The risks of undesired disposition of the policies by the new 
owner and practical ways of minimizing such disposition 
should be discussed with the insured. This client should also 
be informed that if the premiums on policies assigned to one 
person exceed $3,000 per year, his payment of them is subject 
to gift tax report. 

(5) Delaying unduly the divesting of ownership of life 
insurance by the insured, by limiting transfers to amounts 
within the $3,000 permitted for gift tax exclusions: The pur- 
pose of such small transfers is to avoid the making of gift tax 
reports. However, since transfers of life insurance policies 
may be vulnerable if made within three years of the death of 
the insured as transfers in contemplation of death, the sooner 
the three-year period starts by a complete transfer of all such 
insurance, the sooner will that hurdle be overcome. 

(6) Failure to provide in a policy of life insurance which 
would qualify for the marital deduction, or in the instrument 
transferring ownership of life insurance, that in the event of 
a common disaster, if the order of death of the spouses cannot 
be established by sufficient proof, it will be presumed that the 
wife survived: The reason for such provision in life insur- 
ance the ownership of which has been transferred is that if 
such a transfer is taxed in the estate of the insured as a trans- 
fer in contemplation of death because of death within three 
years thereafter, at least it should qualify for the marital 
deduction even under such circumstances, if the insured desires 
such a result. The laws of New York and of many states pre- 


(Continued on page 548) 
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TAX-WISE NEWS 


STRIKE BENEFITS paid by a union are 
not necessarily taxable income, the Supreme Court has ruled, If a jury 
says they are gifts, and the jury verdict is supported by the evidence, 
then strike benefits are gifts. 


Thus, the long-awaited decision by the Supreme Court on the 
taxability of union strike benefits did not produce any new or revolu- 
tionary law. It merely upheld a jury verdict that strike assistance in 
the form of room rent and food vouchers furnished to a worker par- 
ticipating in a strike may be a gift, which is not taxable. By the same 
token, however, the decision leaves open the door for a decision or jury 
verdict to the effect strike benefits can amount to taxable income. 


What the strike benefits case may be better known for is its part 
in a Supreme Court trilogy on gifts. 


First, the Court specifically declined Uncle Sam’s invitation to set 
down certain standards by which payments or transfers could be 
determined to be tax-free gifts or to be taxable compensation.—U. S. 
v. Kaiser, 60-2 ustc § 9517. 


On the same day, the Supreme Court decided another gift case in 
which the president of a corporation received a Cadillac (the donee 
already had a Cadillac and an Oldsmobile). The donor deducted the 
value of the Cadillac as a business expense, but the donee, like the 
Kohler striker, did not include the value of his gift in his income tax 
return. The Supreme Court said he must.—Commissioner v. Duberstein, 
60-2 ustc J 9515. 


In another case, the Supreme Court remanded to the trial court a 
finding by that tribunal that a $20,000 payment to an outgoing presi- 
dent of a company was a gift. The Court thought that the Second 
Circuit, which had reversed, should not have substituted its own judg- 
ment that the payment was consideration for services rendered.— 
Stanton v. U. S., 60-2 ustc § 9515. 


Rounding out a day of tax decisions, the High Court, by a five-four 
vote, upheld the extinguishment of junior United States tax liens in 
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mortgage foreclosure proceedings conducted in accordance with state 
law.—U. S. v. Brosnan and Bank of America v. U. S., 60-2 ustc § 9516. 


In WHAT WAS APPARENTLY a matter 
of original impression, the Tax Court ruled that legal expenses incurred 
in the establishing and preserving of an inheritance from foreign 
parents are deductible. This was not a matter of incurring expense in 
“defense of title,” in which case legal fees ordinarily would not be 
deductible, because the taxpayer’s title to property which his parents 
had owned abroad was a fact. Since the right had to be asserted, 
however, the legal expense of asserting it was more in the nature of 
protecting property or preventing its waste, and was therefore de- 


ductible—Willy Zietz, CCH Dec. 24,201, 34 TC —, No. 37. 


ae 
Wuo MY CLIENTS ARE is my busi- 


ness,” said the attorney to a revenue agent. “And since California law 


VMa, 


“l can tell what you're thinking — you are going over 
to the Jones Company and disallow something . . . 
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permits me to treat their identity as a privileged communication, that 
law governs a federal proceeding like a tax investigation.” 


So, in effect, spoke attorney Baird when he was questioned as to 
the identity of individuals for whom he had made an anonymous tax 
payment into the Treasury’s “conscience fund.” A district court held 
him in contempt for refusing to divulge the taxpayers’ names (although 
the attorney did not actually know whom he was representing, having 
received the matter by reference), but the Ninth Circuit exonerated 
him completely. Rule: Local law governs privileged communications 
in tax matters.—Baird v. Koerner, 60-2 ustc § 9527. 


" 

To MAKE MONEY, or to stop losing 
money, is not a business purpose—if you're dealing with loss carry- 
overs. This was the pronouncement of the Tax Court in recently 
overturning one of its own decisions and going on to rule that a net 
operating loss carry-over was not available to a merged corporation 
inasmuch as the merger had been effected for the primary purpose of 
using one corporation’s operating loss. 


A taxpayer acquired control of a corporation with a loss record, 
which had practically ceased operations, and merged into it another 
corporation, which he wholly owned. He then sought to carry over 
the net operating loss of the losing corporation, securing to himself, as 
sole stockholder, the tax benefits of the loss, The taxpayer pointed 
out that he and his family had been interested in the two corporations 
for a number of years and tax saving was not the motivating force 
behind the merger. 


The Tax Court thought otherwise, pointing out that the tax- 
payer's resolve to make money, or not to have a losing venture on his 
hands, was not the substantial type of “business purpose” necessary 
to give the merger transaction life for tax purposes. Instead, the Tax 
Court accepted the Ninth Circuit’s reversal of an earlier Tax Court 
decision, in British Motor Car Distributors, Ltd., and denied the loss 
carry-over.—Snyder Sons Company, CCH Dec. 24,210, 34 TC —, No. 39. 


Tuere IS a sharp conflict of authority 
between the Second Circuit, on the one hand, and the First and Ninth 
Circuits, on the other, as to the deductibility, in full, of payments by a 
divorced husband which are both alimony and child support. The 
Second Circuit “husbands” a more lenient view than its sister circuits, 
permitting a deduction for the full amount of payments even though a 
separation agreement provides for a reduction in the amount in the 
event of the death or marriage of a child. The First Circuit, in Metcalf, 
59-2 ustc § 9737, and the Ninth Circuit, in Eisinger, 58-1 ustc § 9132, 
both earlier held that when an agreement provides for a reduction in 
combined alimony and child support payments, the payments should 

(Continued on page 528) 
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The TAX MAGAZINE. 


Grossing Up 
By FREDERIC G. CORNEEL 


This article has to do with the foreign tax credit. Early in June an amendment 
to H. R. 10087 which would permit taxpayers to elect an over-all limitation 
on the foreign tax credit was rejected by the Senate without discussion. Mr. 
Corneel discusses this subject. Presently with Willkie Farr 

Gallagher Walton & Fitz Gibbon in New York City, he will shortly 

become a member of the Boston firm of Sullivan & Worcester. 


CORPORATION’S UNITED STATES TAX on income earned 

by a foreign branch may be reduced by a credit for foreign 
income taxes paid or accrued by the corporation. However, the com- 
bined rate of tax, foreign and domestic, for a corporation in the 52 per 
cent bracket will always be at least 52 per cent. A United States 
corporation receiving dividend income from a foreign subsidiary is 
entitled to a credit for a part of the foreign income taxes paid by that 
subsidiary or by a foreign subsidiary of such subsidiary. Due to the 
mathematics of the formula employed, this tax credit reduces the com- 
bined rate of tax on the distributed profits of the foreign subsidiary 
below 52 per cent whenever the foreign tax rate is more than zero 
and less than 52 per cent. The amount of the combined rate depends 
upon the foreign tax rate. At its lowest, where the foreign tax is 
26 per cent, the combined rate is only 45.24 per cent. The tax credit, 
therefore, gives the foreign-subsidiary method of operating abroad a 
substantial advantage over the foreign-branch method, since under the 
latter the rate is never less than 52 per cent. 


In recent years there has been a movement to abolish this tax 
benefit of operating through foreign subsidiaries by a method known 
as “grossing up.” The Boggs bill’ as first reported by the House 
Ways and Means Committee required grossing up of foreign business 
corporations. The provision was dropped from the bill as passed by 
the House in view of the fact that two later identical bills introduced 
by the chairman and ranking minority member of the House Ways 





*More formally known as the Foreign Investment Incentive Tax Bill of 1960 
(H. R. 5, 86th Cong., 2d Sess.) 
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In preparing this paper, the author 
was helped by Julian A. Phelps, 

of Lybrand, Ross Bros. & Montgomery. 
Albert D. Early, chairman of the ABA 
Commit:ee on Taxation of Foreign 
Income, acquainted the author with the 
application of the income tax treaties 
to the problem under discussion. 


and Means Committee require gross- 
ing up of all United States corpora- 
tions receiving dividends from forei; 
subsidiaries.” Since grossing up has 
substantial backing, proposals for its 
adoption are likely to recur in the 
future, regardless of the fate of these 
particular legislative proposals. 

It is submitted that whatever may 
be thought of the end to be achieved, 
grossing up is not the proper means. 


Taxation in Case 
of Foreign Branch Operations 


Code Section 901(b)(1) permits a 
domestic corporation a credit against 
its United States income tax for the 
amount of any income, war profits 
and excess profits taxes paid or ac- 
crued during the taxable year to any 
foreign country or to any possession 
of the United States.° 


Section 904 of the Internal Revenue 
Code provides that the amount of 
such credit in respect of any foreign 
income may not exceed the United 
States tax on such income. Where 
due to this limitation the foreign tax 
credit cannot be fully utilized in any 
year, it may be carried back two years 


7H. R. 10859 and H. R. 10860, 86th Cong. 
2d Sess 

Legislation for grossing up was intro- 
duced on June 1, 1960, by Senator Gore as 
an amendment to H. R. 10087 which would 
permit taxpayers to elect an over-all limi- 
tation on the foreign tax credit. This amend- 
ment was rejected by the Senate without 
discussion by voice vote (106 Congressional 
Record 10,737). Since this amendment ‘was 
not considered by the Senate Finance Com- 
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and forward five years to reduce 
United States income tax in those 
years on income from the country to 
which the foreign tax was paid. 


Thus, a United States corporation 
in the 52 per cent bracket, whose for- 
eign branch earns $100 of foreign in- 
come on which it must pay a foreign 
income tax of $40, deducts the $40 
foreign tax from the $52 United States 
income tax on such income and pays 
a net United States tax of $12. If, in 
the succeeding year, the foreign in- 
come and foreign tax remain un- 
changed but the corporation is taxed 
in the United States at only a 30 per 
cent rate, its United States tax on the 
$100 of foreign income earned by the 
branch will be zero, since the $30 
United States tax will be more than 
offset by the foreign tax credit of $0. 
The unused $10 of foreign tax may 
not be credited against the corpora- 
tion’s United States tax on other in- 
come earned in that year. However, 
this unused tax credit may be carried 
back to reduce the corporation’s 
United States income tax in the pre- 
ceding year on income from the par- 
ticular foreign country. 


Tax Credit on Income Derived 
Through Foreign Subsidiary 


Under Section 902 of the Internal 
Revenue Code, where foreign income 
is earned by a foreign corporation 
and, after payment of a foreign in- 
come tax or a similar tax, distributed 
as a dividend * to a United States cor- 
poration holding at least 10 per cent 


mittee and nothing adverse to it was said 
by any Senator, the rejection by the Senate 
cannot be considered as going to the merits 
of the proposal. 

*Code Sec. 903 authorizes a credit for 
taxes paid in lieu of the foreign taxes re- 
ferred to in Sec. 901. 

*The dividend must be an ordinary divi- 
dend—not a liquidating dividend (Freeport 
Sulphur Company v. U. S., 58-2 ustc 9700, 
163 F. Supp. 648 (Ct. Cls.,.1958)). 
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of its voting stock, the United States 
parent is “deemed” to have paid a 
part of the foreign tax paid by its 
subsidiary and allowed a credit against 
its United States tax on the dividend 
or other income from the same coun- 
try. The portion of the foreign tax 
which the parent is deemed to have 
paid for credit purposes is equal to 
the portion of the accumulated profits, 
giving rise to the taxes which were 
distributed to the parent as a divi- 
dend. More simply, the foreign tax 
credit may be determined by applying 
the foreign tax rate to the dividend.® 


Thus, if the foreign subsidiary has 
foreign income of $100, on which it 
pays a foreign income tax of $30 and 
distributes the remaining $70 to the 
parent, the United States tax and tax 
credit will be computed as follows: 
The United States tax on $70 of for- 
eign dividend income, assuming a tax 
rate of 52 per cent, is $36.40. The tax 
credit, as stated, is a portion of the 
foreign tax which is equal to the por- 
tion of the income which was dis- 
tributed. Since 70 per cent of the 
income was distributed, the United 
States parent is entitled to a credit of 
70 per cent of the $30 foreign tax, or 
$21, so that the actual United States 
tax on the $70 dividend will be only 
$15.40. 


Under Section 902(b), the United 
States corporation owning at least 


* The place of incorporation generally de- 
termines the source of the dividend (Reg. 
Sec. 1.902-1(c)). Compare Code Sec. 861 
(a)(2). 

*See, generally, Johnson, “Foreign Tax 
Credit,” in Proceedings of 1959 Southwestern 
Legal Foundation Institute on Private Invest- 
ments Abroad. 

*The legislative history of this credit is, 
briefly, as follows: 

Sec. 240(c) of the Revenue Act of 1918, 
which permitted consolidated returns to 
include foreign corporations, authorized a 
tax credit to a United States parent corpo- 
ration owning a majority of the voting stock 
of the foreign corporation. Sec. 238(e) of 
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10 per cent of the voting stock of a 
foreign corporation may be “deemed” 
to have paid not only a share of the 
foreign taxes paid by that corporation 
but also by any other foreign corpo- 
ration 50 per cent or more of the 
voting stock of which is held by the 
first foreign corporation. 

In one form or another, this credit 
to the United States parent for taxes 
paid by its foreign subsidiaries has 
been in the law for more than four 
decades.’ It was enacted originally 
in 1918 to encourage the payment of 
dividends by foreign subsidiaries. It 
was re-enacted in very near to its 
present form in 1921 as a Senate com- 
promise with a House bill that would 
have permitted a dividend-received 
deduction for foreign dividends. While 
there are indications that one of the 
factors motivating the adoption of a 
credit for taxes paid by a foreign sub- 
sidiary was the availability of a credit 
where foreign branches were used, 
there is no indication that Congress 
thought the two would have identical 
results. Indeed, in his explanation of 
the credit on the floor of the Senate, 
Senator Smoot indicated that the 
credit would operate even more fa- 
vorably than it does in fact.* It should 
be noted that, in accordance with its 
origin, the credit for the subsidiary’s 
taxes also serves the purpose of lim- 
iting double taxation on income flow- 
ing through more than one corporation, 


the 1921 act introduced the limitation. that 
the credit could not exceed the United States 
tax on the dividend. Sec. 158(e) of the 1942 
act permitted, for the first time, a credit 
for taxes paid by a subsidiary of a foreign 
subsidiary if the foreign parent owned all 
but qualifying shares in the second. subsidi- 
ary. Sec. 332 of the 1951 act reduced the 
necessary ownership in the foreign “grand- 
child” to 50 per cent of the voting stock. 
This section also reduced the necessary 
ownership by the United States parent from 
a majority to 10 per cent. 

* See Seidman’s Legislative History of Fed- 
eral Income Tax Laws, 1938-1861, at pp. 872- 
873, 936-937. 
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which, in the case of United States 
corporations, may be accomplished by 
filing consolidated returns or by the 
dividend-received deduction.® 


Whatever the original Congressional 
intent, the foreign subsidiary tax 
credit does in many cases reduce the 
total tax—United States and foreign 
—below the tax payable under foreign 
branch operations. Thus, in the ex- 
ample just given, where the foreign 
subsidiary paid a $30 tax on $100 of 
income and distributed the remaining 
$70 to the United States parent as a 
dividend, we saw that after the tax 
credit, the United States parent paid 
a tax of only $15.40. Adding this 
United States tax to the foreign tax 
of $30, we find a total tax of only 
$45.40. In the case of a branch oper- 
ation, the combined tax on $100 of 
foreign income would, of course, have 
been $52, consisting of a foreign tax 
of $30 and a United States tax of $52 
less a credit of $30, or $22. 


The amount of tax saving thus 
realized through foreign-subsidiary 
operation varies with the rate of the 





* Foreign corporations are not “includable 
corporations” for purposes of forming an 
affliated group and filing a consolidated 
return (Code Sec. 1504(b)(3)). However, 
some Canadian and Mexican corporations 
may be treated as .domestic corporations 
(Code Sec. 1504(d)). There may be a divi- 
dend received deduction for dividends of a 
foreign corporation only if it is engaged in 
trade or business in the United States and 
derives at least 50 per cent of its gross in- 
come from sources within the United States 
(Code Sec. 245). 

” Where the foreign tax is 10 per cent, the 
combined rate is 47.80 per cent; where it is 
20 per cent, the combined rate is 45.60 per 
cent; where it is 26 per cent, the combined 
rate is 45.24 per cent; where it is 30 per 
cent, the combined rate is 45.40 per cent; 
where it is 40 per cent, the combined rate 
is 47.20 per cent; where it is 50 per cent, 
the combined rate is 51 per cent; where it 
is 52 per cent, the combined rate is 52 per 
cent. 

"See Johnson, work cited at footnote 6, 
at p. 61; Stephen T. Dean, “Western Hemi- 
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foreign tax. It is zero when there is 
no foreign tax or when the foreign tax 
equals or exceeds the United States 
tax and it is at its maximum when 
the foreign tax rate is one half of the 
United States tax rate.”° Assuming 
a United States tax of 52 per cent and 
a foreign tax of 26 per cent, the com- 
bined tax rate on any dividends paid 
to the United States parent will be 
45.24 per cent. The amount of this 
tax saving varying with the rates and 
reaching its apogee at one half of the 
United States tax rate, can be graph- 
ically shown in a pretty parabola 
which has been reproduced in a num- 
ber of works." 


‘Grossing Up"’ Defined 


The credit for first calling public 
attention to the tax saving inherent 
in operating abroad through subsidi- 
aries belongs apparently to the Har- 
vard Law School International Program 
in Taxation.’* Here, too, apparently 
the idea originated that this unintended 
benefit could and should be eliminated 
by grossing up."® 


sphere Corporations,” in Lasser, The En- 
cyclopedia of Tax Procedures, at p. 155; 
Barlow and Wender, Foreign Investment and 
Taxation (Harvard Law School, International 
Program in Taxation, 1955), at p. 239. 

* See Barlow and Wender, work cited at 
footnote 11, Ch. 14; Gibbons, Tax Factors 
in Basing International Business Abroad, p. 
12; Surrey, “Current Issues in the Taxation of 
Corporate Foreign Investment,” 56 Colum- 
bia Law Review 815, 828 (1956). 


*See Surrey, work cited at footnote 12, 
at p. 829. The term “grossing up” origi- 
nated in England, where it refers generally 
to the requirement that an individual stock- 
holder must include in his income for tax 
purposes the standard tax payable by the 
corporation on the profits distributed to 
him. However, grossing up is also required 
in connection with determining the tax credit 
for foreign taxes paid by a corporation of 
which the taxpayer is a shareholder. See 
Brudno and Bower, Taxation in the United 
Kingdom (1957), Sec. 11/2.13g. 
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Grossing up first received legisla- 
tive consideration in connection with 
the Boggs bill. It was reported at 
one time that a general grossing-up 
requirement applicable to all United 
States corporations was one of the 
terms stipulated by the Treasury for 
support of the Boggs bill.* As al- 
ready noted, the grossing-up require- 
ment was dropped from the Boggs 
bill because two bills are now being 
considered by the House Ways and 
Means Committee which require 
grossing up of all United States cor- 
porations, and it was decided to con- 
sider the problem in connection with 
those bills."® 


“Grossing up” means very simply 
that the United States parent cor- 
poration must include in its income 
not only the dividend it receives from 
its foreign subsidiary, but also the 
foreign tax which was paid by the 
subsidiary with respect to the divi- 
dend. ‘Thus, turning again to the 
example given above, assume that a 
wholly owned foreign subsidiary has 
an income of $100 and, after paying a 
foreign tax of $30, distributes the re- 
mainder of its income as a dividend 
to the parent. If the parent, in com- 
puting its United States tax, grossed 
up, it would have an income not of 
$70 but of $100, that is, the $70 divi- 
dend plus the $30 tax paid with re- 
spect to the dividend. On this $100 
of income, its United States tax would 
be $52 less a foreign tax credit of $30, 
so that the net United States tax 
would be $22, exactly the same as if 

* See 
1959. 

* See footnote 2. At the recent hearings 
on these bills, Jay W. Glasman, Assistant 
to the Secretary of the Treasury, spoke of 
an apparent need for a change in the for- 
mula for computing the foreign tax credit 
but stated that the Treasury wished to re- 
serve its position (“Daily Report for Execu- 
tives,” April 11, 1960). In the case of the 
Boggs bill, the grossing-up provision had 
the support of the Treasury. 


Business International, August 21, 


Grossing Up 


the income had been earned by a for- 
eign branch. 


The legislative proposals now being 
considered by the House Ways and 
Means Committee express the re- 
quirement in the following language ; *® 


“Amounts Includible in Gross In- 
come. If a domestic corporation chooses 
to have the benefits of this sub-part 
[foreign tax credit] for any taxable 
year, an amount equal to the taxes 
deemed to be paid under this section 
shall be treated for purposes of this 
title [Internal Revenue Code of 1954] 
as a dividend received by such corpo- 
ration from the foreign corporation.” 


Disadvantages of Grossing Up 


While at first glance it may appear 
that grossing up is a clever way of 
eliminating a defect in the tax system, 
closer examination discloses that the 
harm it threatens is worse than the 
harm—if harm there is—that it elim- 
inates. However, before drawing any 
general conclusions, it may be helpful 
to consider a few of the side effects 
of grossing up: 


(1) Grossing up may move a cor- 
poration from the 30 per cent bracket 
into the 52 per cent bracket. This 
would occur where, solely as the re- 
sult of the inclusion of the subsidiary’s 
tax in the parent company’s income, 
the parent company’s net income was 
increased above $25,000. The result- 
ing increase in taxes may be substan- 
tially more than the tax benefit which 
grossing up is designed to prevent.'* 


* H. R. 10859, 86th Cong., 2d Sess., Sec. 2. 
“For a corporation in the 30 per cent 


United States tax bracket, the minimum 
combined foreign and United States tax 
rate is 27.75 per cent. A change in brackets 
due to grossing up can have results a great 
deal more drastic than eliminating this slight 
saving. Where the foreign tax rate is 30 
per cent, grossing up may increase the 
United States tax by 22 per cent of the 
foreign tax paid by the subsidiary. 





(2) Since grossing up increases a 
corporation’s income, one of its effects 
is to reduce the benefit of any net 
operating loss carry-forward. While 
in some cases there may be an offset- 
ting foreign tax credit carry-forward, 
this is of little benefit where the for- 
eign tax rate approaches the United 
States tax rate. 

Assume, for instance, that for 1960 
a United States corporation has a net 
operating loss carry-over of $800,000 
and no United States income. How- 
ever, it receives a $600,000 dividend 
from a wholly owned foreign subsid- 
iary which had an income of $1 mil- 
lion and, after paying a foreign tax 
of $400,000, distributed the remainder 
to its parent. Under present law, this 
corporation will have a net operating 
loss carry-over to 1961 of $200,000 and 
a foreign tax credit carry-over of 
$240,000. 

If grossing up were required in 
order to have the foreign tax credit, 
the corporation would be put to a 
choice of having either a net operat- 
ing loss carry-over of $200,000 or a 
foreign tax credit carry-over of 
$296,000. If the company did not 
gross up, the loss carry-over would be 
as at present, but the foreign tax 
credit carry-over would be lost. If 
the company did gross up it would 
have a net income of $200,000 and, 
accordingly, have no loss carry-over 
to the succeeding year. The foreign 
tax credit carry-over would be com- 
puted as follows: 

Foreign tax deemed to be paid: 
$400,000. 

Portion of credit used to offset 
United States tax on $200,000 net in- 
come: $104,000. 





is While under Code Secs. 901(a) and 6511 


(d)(3) the corporation has ten years in 
which to decide which horn of the dilemma 
is preferable, neither is likely to provide 
much comfort. Relief might be provided, 
however, by enactment of H. R. 10087, which 
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Tax credit carry-forward: $400,000 
less $104,000, or $296,000. 


Theoretically, the foreign tax credit 
carry-over of $296,000 is, of course, 
worth a great deal more than the loss 
carry-over of $200,000 which at best 
can reduce tax by only $104,000. How- 
ever, since under present law the tax 
credit carry-over can be used only to 
reduce the United States tax on in- 
come from the particular country to 
which the credit relates, it might not 
be possible to make full use of the 
credit. This is particularly likely to 
be the case where the foreign rate is 
high, since any United States tax on 
such income will be correspondingly 
low. As a result, the corporation may 
decide to forego the tax credit com- 
pletely. In either event, the adverse 
effect on it is likely to be a great deal 
more severe than the mere elimina- 
tion of the tax benefit now enjoyed 
through subsidiary operation."* 


There are other areas where gross- 
ing up may have unintended results 
due to the increase in income that it 
brings about, such as the limitation 
on charitable contributions under Sec- 
tion 170(b)(2); the earnings and 
profits of the company and, therefore, 
the character of its distributions; and 
the classification as to geographic 
source of dividends paid by the do- 
mestic corporation under Code Sec- 
tion 861(a)(2). The examples illustrate 
some of the areas where difficulties 
arise. This is, however, not an end 
to the difficulties, for the additional 
income, at least under the bills in 
their present form, is dividend in- 
come.’® This in turn leads to results 
that may not have been anticipated 
by the draftsmen. 


gives the taxpayer the option of avoiding 
the “per country limitation.” 

*Sec. 2 of H. R. 10859, 86th Cong., 2d 
Sess., provides that “an amount equal to 
the taxes deemed to be paid under the sec- 
tion shall be treated for purposes of this 
title as a dividend received.” 
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(3) Ninety per cent or more of the 
gross income of a Western Hemi- 
sphere Trade Corporation must be 
derived from the active conduct of a 
trade or business. Under present law, 
therefore, a Western Hemisphere 
Trade Corporation, assuming it meets 
the other requirements of Section 921, 
qualifies for the deduction if 90 per 
cent of its income is from sales out- 
side the United States and 10 per cent 
is dividends from a foreign subsidiary 
which has paid a foreign income tax. 
If the law were changed to require 
grossing up, the United States parent 
would be put to the choice of giving 
up either the tax credit or the West- 
ern Hemisphere deduction, since the 
foreign tax added to the actual divi- 
dend would bring it above the 10 per 
cent limitation on passive income. 


A Subchapter S corporation might 
face a similar problem, since under 
Section 1372(e)(5) its passive income 
may not constitute more than 20 per 
cent of its gross receipts. 


(4) A personal holding company 
pays a 75 per cent to 85 per cent tax 
on its undistributed personal holding 
company income. At the present 
time, if the entire income of a per- 
sonal holding company consists of 
dividends from a foreign subsidiary, 
personal holding company tax may 
be avoided by distributing all of the 
net after tax to its shareholders. Under 


*It should be noted that the difficulty in 
this area is due to the failure of the Code 
and the regulations to tie in the “deemed 
to have paid credit” under Code Sec. 902 
with the definition of “undistributed per- 
sonal holding company income” in Sec. 545. 
Code Sec. 902(a) provides: “For purposes 
of this subpart [foreign tax credit], a do- 
mestic corporation” shall be deemed to have 
paid a part of the foreign taxes of a foreign 
subsidiary. Accordingly, the foreign tax is 
not deemed to have been paid by the United 
States parent for personal holding company 
purposes. Moreover, Code Sec. 545(b)(1), 
which provides for the computation of un- 
distributed personal holding company in- 
come, permits a credit for foreign taxes paid 


Grossing Up 


the proposed legislation this would no 
longer be possible since the dividend 
income would include the foreign in- 
come tax paid by its subsidiary. Thus, 


although the United States corpora- 
tion distributed all of its disposable 
income, it would nevertheless be sub- 
ject to personal holding company tax 
on the foreign tax paid by the sub- 
sidiary with respect to its dividend.*° 


Concerning the difficulties men- 
tioned in the first two cases, it might 
be said that the result, to the United 
States corporation, of grossing up, 
although unfortunate, is no worse 
than if it had actually done business 
through a branch. The same cannot 
be said in the last two cases. If the 
corporations in these last examples 
had done business directly through 
a branch rather than through a for- 
eign subsidiary they would have 
avoided the Western Hemisphere, 
Subchapter S, and personal holding 
company problems referred to.” 


The cause of these difficulties is, of 
course, that grossing up attempts to 
cure an unintended benefit due to the 
operation of the tax credit by making 
adjustments in concepts which are of 
importance in other sections of the 
law, such as “gross income” and “div- 
idend income.” 


An attempt might be made to cure 
the difficulties just mentioned by lim- 
iting the effect of grossing up. Thus 


(as contrasted to foreign taxes accrued) only 
in exceptional situations. Since, under nor- 
mal accounting procedures, the subsidiary’s 
tax can never be accrued by the parent (it 
does not represent a liability of the parent), 
a change in Sec. 545 as well as in Sec. 902 
would be necessary to overcome the prob- 
lem referred to. 

* The branch operations would presum- 
ably have resulted in active income rather 
than in the passive dividend income pro- 
duced by subsidiary operation. The Boggs 
bill attempts to remove this difficulty by 
treating dividend income from certain sub- 
sidiaries (“qualified payor corporations”) in 
the same way as income derived from the 
active conduct of a trade or business. 
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the Boggs bill, as originally reported 
by the House Ways and Means Com- 
mittee, provided for grossing up but 
stated specifically that such grossing 
up was not effective for purposes of 
“Section 170 relating to charitable 
contributions or gifts; subchapter G 

.. relating to corporations used to 
avoid income tax on shareholders, 
sub-part C .. ., relating to Western 
Hemisphere trade corporations and 
[that part of the Boggs Bill which 
requires that 90 per cent of the gross 
income of a foreign business corpora- 
tion be derived from the active con- 
duct of a trade or business] ... .” 


It will be seen that a similar provi- 
sion in the general grossing-up legis- 
lation now under consideration would 
cure some, but by no means all, of 
the difficulties referred to above. In- 
deed, the concepts of dividend income 
and gross income are so pervasive 
that it may be doubted whether any 
enumeration of sections to which 
grossing up would not apply would 
be sufficiently comprehensive. 


If we go back to the beginning we 
find that the tax benefit in this area 
has not been that United States par- 
ent corporations of foreign subsidi- 
aries have been permitted to exclude 
income, whether in the nature of divi- 
dends or otherwise, that should prop- 
erly have been reported; rather, it is 
that under the formula the tax credit 
has been too high. The obvious way 
in which to cure this matter would 
be to reduce the tax credit rather than 
to increase the income. It is sub- 
mitted that the obvious way is also 
the correct way and that grossing up 
should be discarded because of the 
unintended results which it has in 
many areas of the law completely 
unconnected with the tax credit. 


Reduction of Foreign Tax Credit 


Let us return to our first example: 
A foreign subsidiary of a United States 
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corporation has $100 of income, on 
which it pays a foreign tax of $30 and 
distributes the remaining $70 as a 
dividend to the United States parent. 
This $70 is subject to a United States 
tax of $36.40 less a tax credit of $21, 
or a net United States tax of $15.40. 
The total tax—United States and for- 
eign—thus is $45.40 rather than the 
$52 it would be if the income were 
earned by a foreign branch. Grossing 
up seeks to cure this result by in- 
creasing taxable income to $100, with 
the unfortunate results already re- 
ferred to. A simpler way to cure the 
matter would be to limit the United 
States tax credit to $14.40. In such 
case the net United States tax, as in 
the case of grossing up, would be $22, 
and the total tax—United States and 
foreign—$52. 


There are two ways of achieving 
this reduction in the tax credit. One 
way would be to provide a limitation 
on the tax credit in Section 904 read- 
ing somewhat as follows: ‘The credit 
for taxes deemed to have been paid 
by a United States corporation on 
receipt of a dividend from a foreign 
corporation, shall be limited to an 
amount which, if deducted from 
United States tax on such dividend, 
will not reduce the combined tax rate, 
United States and foreign, on the 
profits of the foreign subsidiary dis- 
tributed by means of such dividend 
below the United States tax rate ap- 
plicable to such dividend.” 


A more elegant way of reducing 
the credit would be to devise a new 
formula under Section 902 for the 
computation of the tax credit so that 
the total tax rate, foreign and domes- 
tic, would be equal to the United 
States tax rate. Here is one such 
formula: 

(1) Determine the part of foreign 
tax paid by the subsidiary which is 
proportionate to the part of its net 
after-tax earnings that was distributed 
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to the United States 
dividend. 


parent as a 


(2) Apply to the amount deter- 
mined pursuant to paragraph (1) a 
percentage equal to the excess of 100 
per cent over the United States tax 
rate applicable to the dividend. The 
result is the tax credit to which the 
United States parent is entitled. 


Thus—to remain with the example 
—where the foreign subsidiary earns 
$100 and, after paying a foreign tax 
of $30, distributes the remaining $70 
to the United States parent, the 
amount determined pursuant to para- 
graph (1) will be $30, since 100 per 
cent of the net after-tax income of the 
subsidiary was distributed. The per- 
centage to be applied to this amount 
pursuant to paragraph (2) is the ex- 
cess of 100 per cent over 52 per cent, 
or 48 per cent. Forty-eight per cent 
of $30 is $14.40. This is the tax credit 
to which the United States parent is 
entitled. Deducting this credit from 
the United States tax on the $70 divi- 
dend of $36.40, we find a net United 
States tax of $22. Adding this to the 
foreign tax of $30, we find that the 
proposed formula gives us the 52 per 
cent result which the advocates of 
grossing up desire. 


Tax Treaties 

A large number of tax treaties to 
which the United States is a party 
contain language which appears to 
prevent the United States from chang- 
ing the foreign tax credit formula in 
effect at the time the treaty was con- 


cluded. Thus, Article XV(1)(a) of 


the income tax treaty with Finland pro- 


*See the treaties with Australia (Arti- 
cle XV as interpreted by State Depart- 
ment letter to the President, of June 1, 
1953), Austria (Article XV), Belgium (Ar- 
ticle XII), Denmark (Article XV), Finland 
(Article XV), France (Article 14), Ger- 
many (Article XV), Greece (Article XIV), 
Honduras (Article XVI), Ireland (Article 
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effect at a particular time.”* 


vides: “The United States in determin- 
ing its taxes specified in Article I of this 
Convention in the case of its citizens, 
residents or corporations may, re- 
gardless of any other provision of this 
Convention, include in the basis upon 
which such taxes are imposed all 
items of income taxable under the 
revenue laws of the United States as 
if this Convention had not come into 
effect. The United States shall, how- 
ever, subject to the provisions of sec- 
tion 131, Internal Revenue Code, as 
in effect on the date of the entry into 
force of this Convention, deduct from 
its taxes the amount of Finnish taxes 
specified in Article I... .” 


It might be argued that grossing 
up increases the income and does not 
decrease the tax credit and, accord- 
ingly, is authorized by the first sen- 
tence of the provision just quoted. 
However, it appears clear that gross- 
ing up, whatever its side effects, is 
intended chiefly as an adjustment of 
the tax credit and that a provision 
which would make the tax credit 
available only to corporations gross- 
ing up their income would constitute 
a change in the tax credit in violation 
of the terms of the treaty just cited. 
Accordingly, it would appear that the 
requirement to gross up when claim- 
ing a foreign tax credit could not 
apply to income from the various 
countries with which we have tax 
treaties containing provisions similar 
to the one just cited.” 


Of course, tax treaties can be changed 
—indeed, the treaty with Canada has 
already been changed to remove the 
connection with the tax credit as in 


How- 


XIII), Italy (Article XV), Japan (Article 
XIII), New Zealand (Article XIII), Nor- 


way (Article XIV), Switzerland (Article 
XV), South Africa (Article IV) and United 
Kingdom (Article XIII). 

*See letter from Department of State 
to President, June 29, 1950 (CCH Tax 
TREATIES § 1265). 
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ever, any United States proposal to 
change a tax treaty is likely to result 
in counterproposals by the other 
country which may not be favorable 
to our interests. 


The tax treaty provisions referred 
to have a bearing not only on gross- 
ing up, but also on the tax credit re- 
strictions suggested as an alternative. 
They are only a further illustration 
of the fact that taxation of foreign 
income involves many areas of law 
and that changes should be made 
only on the basis of the fullest tech- 
nical analysis. 


Summary 


A word should be said about the 
end sought to be achieved by gross- 
ing up. To its advocates it appears 
to accomplish three desirable results: 


(1) It eliminates a tax benefit Con- 
gress may not have intended. 


) It carries out the principle that 
all income should be taxed at the 
same rate regardless of its nature, un- 
less there is a strong policy reason to 
the contrary. 


(3) It is in line with the objective 
that taxation should be based on eco- 
nomic reality and should not vary 
with purely formal differences.” 


In opposition it might be pointed 
out that, while the benefit may not 
have been originally intended, many 





*See Surrey, work cited at footnote 12. 

* That there is room for a difference of 
opinion on this subject is illustrated by the 
fact that Barlow and Wender, in the work 
cited at footnote 11, a book produced by the 
Harvard Law School, International Program 
in Taxation of which Professor Surrey is 
the director, stated at p. 320: “At the pres- 
ent, however, a rate benefit is extended by 
the foreign tax credit if a foreign subidiary 
is used. Hence, the above course [grossing 
up] would, in the case of investments in 
foreign subsidiary form, result in an increase 
in present tax burdens. We do not believe 
that raising the tax rate should be con- 
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have established organizations in re- 
liance on it. Preserving a slight tax 
advantage for foreign investments may 
not be inappropriate in a time when 
the government encourages such in- 
vestments.” Finally, it should be re- 
called that the credit for taxes paid 
by a foreign subsidiary was first intro- 
duced into the law in 1918 because to 
the Congress it was “perfectly mani- 
fest that holding corporations in this 
country which have been compelled 
to carry on their business in a foreign 
country through a sub-company will 
not have any dividend declared from 
the sub-company,”’ *® 


It is certainly a matter for specula- 
tion whether in an area such as this, 
where the time and nature of the real- 
ization of income is often within the 
complete control of the United States 
parent company, an increase in the 
tax rate will bring about an increase 
in the tax collected. 


In any event, even if on balance it 
is determined that the purposes of 
grossing up are desirable, it should 
be clear that grossing up is not the 
means by which this purpose should 
be achieved. The weave of the tax 
law is such that except for vital causes, 
the strands marked “income” and 
“dividend income” had best be left 
untouched. Corrections in the foreign 
tax credit can and should be made 
by revisions which confine their effect 
to the credit itself. [The End] 


sidered at this time. Consequently, this 
course is not feasible.” A year later, Pro- 
fessor Surrey, work cited at footnote 12, 
at p. 829, stated: “If the disparity in the 
branch-subsidiary area is to be eliminated, 
there seems to be no reason to reduce the 
branch rate to the lower foreign subsidiary 
rate. It would seem more appropriate to 
revise the tax credit formula so that it re- 
sults in an effective 52% rate on foreign 
subisidary profits when remitted as divi- 
dends.” 

* Statement by Senator Kellogg in dis- 
cussion of 1918 Revenue Act quoted in work 
cited at footnote 8, at p. 936. 
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Payment Out of Profits 
or Production 


By JAMES R. ROWEN 


In this article the author discusses the application of the capital 
gains tax where property is disposed of for a consideration 
measured by production, sales or profits. 

Mr. Rowen is an attorney in New York City. 


ROBLEM: A TAXPAYER owns a mineral deposit, standing 

timber, a patent, a copyright, a partnership interest, a franchise, a 
corporate business, or other property. Assume that the taxpayer’s 
gain would be capital gain if he sold the property for a fixed sum. 
Will his gain be capital gain if he disposes of the property for a con- 
sideration that is measured by the production, sales or profits that the 
transferee will derive from the property? 

Assuming that “capital gains” should be taxed at a lower rate 
than other income and that the gain from a particular property would 
be capital gain if the property were sold for a fixed sum, should the 
lower tax apply even where the consideration is measured by pro- 
duction, sales or profits ? 


Present Law 


Special tax treatment of capital gains proceeds from certain sec- 
tions of the Internal Revenue Code. Section 1201 provides that “net 
long-term capital gains” shall be taxed at a special lower “capital 
gains” rate. Sections 1221-1222 and 1231 together define the term 
“net long-term capital gains’ to include gains from the “sale or 
exchange” of certain types of “property” held for more than six 
months. Assuming that the taxpayer has held such “property” for 
more than six months, he will realize long-term capital gain if he dis- 
poses‘of the property by a “sale or exchange.” Accordingly, our sole 
question under the statute is whether the taxpayer “sells or exchanges” 
property where he disposes of it for a consideration that is to be 
measured by the production, sales or profits derived from the property. 


Cases 


The question of whether a taxpayer makes a sale or exchange 
where he disposes of property for a consideration that is measured by 
production, sales or profits has been litigated with respect to several 
different types of property. In examining the law in this area it is 
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appropriate to consider the different 
types of property separately, for the 
law here is not a continuous web. 


Mineral properties (other than 
coal).—In the usual mineral “lease” 
the landowner transfers to the opera- 
tor the right to extract minerals from 
the property and the operator agrees 
to pay the landowner a royalty meas- 
ured by the amount of the minerals 
that he produces from the property. 
As far back as 1932 the Supreme Court 
held that the usual mineral “lease” 
was not a sale of the mineral in place, 
for federal income tax purposes, and 
held that the “royalty” paid to the 
taxed as 
The Court stated: 

“It is an incident of every oil and 
gas lease, where production operations 
are carried on by the lessee, that the 
ownership of the oil and gas passes 
from the lessor to the lessee at some 
time, and the lessor is compensated 
by the payments made by the lessee 
for the rights and privileges which he 
acquires under the lease. But, not- 
withstanding this incidental transfer 
of ownership, it is evident that the 
taxation of the receipts of the lessor 
as income does not ordinarily pro- 
duce the kind of hardship aimed at by 
the capital gains provision of the tax- 
ing act. Oil and gas may or may not 
be present in the leased premises, and 
may or may not be found by the les- 
If found, their abstraction from 
the soil is a time-consuming opera- 
tion, and the payments made by the 


landowner-lessor must be 
ordinary income. 


see. 


*G. C. M. 27322, 1952-2 CB 62; also see 
Albritton v. Commissioner, 57-2 ustc {J 9868, 
248 F. 2d 49 (CA-5); West v. Commissioner, 
45-2 ustc § 9382, 150 F. 2d 723; Hamme v. 
Commissioner, 54-1 ustc J 9162, 209 F. 2d 29 
(CA-4, 1953). 

* Remer v. Commissioner, 58-2 ustc ¥ 9917, 
260 F. 2d 337 (CA-8) (iron); Maude W. 
Olinger, CCH Dec. 21,977, 27 TC 93 (1956) 
(iron); Barker v. Commissioner, 58-1 ustc 
9126, 250 F. 2d 195 (CA-2) (sand); Ima 
Mines, CCH Dec. 23,780, 32 TC —, No. 134; 


see, however, Crowell Land & Mineral Cor- 
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lessee to the lessor do not normally 
become payable as the result of a 
single transaction within the taxable 
year, as in the case of a sale of prop- 
erty.” (Burnet v. Harmel, 3 ustc 
{| 990, 287 U. S. 103, 106 (1932).) 

Following Burnet v. Harmel, the 
Supreme Court also held that a dis- 
position of an oil property is not a 
sale where the transferee pays a con- 
sideration measured by the net profits 
that he derives from the production 
of oil (Burton-Sutton Oil Company, 
Inc. v. Commissioner, 46-1 ustc J 9243, 
328 U.S. 25). 

On the basis of Burnet v. Harmel, 
the Treasury’s position is that the dis- 
position of a mineral property is not 
a sale wherever the owner retains a 
royalty or net profits interest in the 
property.’ 

However, some courts have con- 
sidered the Treasury’s interpretation 
of Burnet v. Harmel too broad. These 
courts have allowed the taxpayer a 
capital gain with respect to minerals 
other than oil and gas where, in the 
court’s opinion, the transaction was 
more like a sale than the ordinary oil 
lease notwithstanding that the tax- 
payer retained a continuing royalty 
interest. In most of these transac- 
tions the purchaser promised to make 
large initial or minimum payments 
for the property, the purchaser did 
not obligate himself to develop the 
property, and its mineral content was 
known fairly accurately.” 
poration v. Commissioner, 57-1 ustc § 9519, 
242 F. 2d 864 (CA-5) (sand and gravel). 
In one case the mineral content of the prop- 
erty was accurately known, and the pur- 
chaser agreed to pay for and remove all 
such mineral (Gowans v. Commissioner, 57-2 


ustc | 9830, 246 F. 2d 448 (CA-9) (black 
sand)). 

It is possible that the courts will also 
limit the Burnet v. Harmel doctrine to situa- 
tions where the transferor retains a “de- 
pletable economic interest” in the mineral 
in place and that the courts will treat a 
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It should be noted that even if it 
were possible to dispose of an oil 
property, with a reserved royalty, by 
a sale that would permit the trans- 
feror to report his royalty payments 
as capital gain, there would not be 
many such transactions. If the trans- 
action were a sale the purchaser 
would have to capitalize the royalty 
payments as part of the cost of the 
oil. In the usual case where the pur- 
chaser claims percentage depletion, 
he would obtain no tax benefit from 
the payments thus capitalized. 


Timber and coal.—Under the ordi- 
nary timber “lease” or cutting con- 
tract, the owner of the timberland 
transfers the timber to an operator in 
return for the operator’s promise to 
pay a consideration measured by the 
amount of timber that is cut from the 
land. In 1943 the Internal Revenue 
Service recognized a similarity be- 
tween a timber lease and a mineral 
lease and instructed its agents to treat 
timber leases or cutting contracts as 
leases rather than as sales and to tax 
the timber royalties as ordinary in- 
come. However, immediately there- 
after, Congress specifically provided 
for capital gains treatment of timber 
royalties through enactment of Sec- 
tion 117(k)(2) in the Revenue Act of 
1943. Since Congress made Section 
117(k)(2) retroactive to March 1, 
1913, the Supreme Court never did 





(Footnote 2 continued) 

transfer as a sale where the transferor re- 
tains a right to payment out of anything be- 
sides the production of the mineral. In such 
event a transferor of an oil property would 
be entitled to capital gain if he reserved 
a royalty measured by the price of the gaso- 
line and other products made from the oil 
or a royalty measured by the total proceeds 
received from the property (including the 
proceeds from a sale of the property itself or 
from equipment on the property). Indeed, 
there is language in Anderson v. Helvering, 
40-1 ustc J 9479, 310 U. S. 404, to the effect 
that a transfer will be treated as a sale if 
the transferor retains more than a “deplet- 
able economic interest” in the oil, but the 
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pass upon the application of Burnet v. 
Harmel to the ordinary timber lease or 
cutting contract. 

Present Code Section 631(b), which 
derives from former Section 117(k) (2), 
provides that the disposal of timber 
held for more than six months under 
any form of contract by virtue of 
which the owner retains an “eco- 
nomic interest” in the timber shall be 
treated as a sale. In effect this means 


that the owner of a timber property 
who disposes of it under a timber- 
cutting contract in which he reserves 
a royalty, measured by the quantity 
or value of the timber cut, realizes 
capital gain. 


The law as applied to timber is ac- 
cordingly settled in favor of capital 
gain where the consideration is meas- 
ured by the quantity or value of the 
timber cut. Capital gains treatment 
probably also will apply where the 
royalty is measured by the net profits 
derived by the transferee from the 
timber (excluding any manufactur- 
ing profit). Since a net profit interest 
in an oil property is treated as an 
economic interest, it should follow 
that a net profits interest in timber 
can be an economic interest. 

In 1951 Congress extended to the 
coal industry the treatment accorded 
the timber industry by Section 117 
(k)(2). Under present Code Section 


actual holding does not go this far. See 
Burton-Sutton Oil Company v. Commissioner, 
46-1 ustc { 9243, 328 U. S. 25, 27; Helvering 
v. O’Donnell, 38-1 ustc J 9156, 303 U. S. 370; 
Helvering v. Elbe Oil Land Development 
Company, 38-1 ustc § 9155, 303 U. S. 372. The 
actual issue in these cases was whether the 
transferor retained a depletable economic 
interest in the oil; if he retained such in- 
terest, the transferor was entitled to deple- 
tion on the payments received and the trans- 
feree could exclude such payments from its 
income. However, the Court’s lan- 
guage seems to assume that the transaction 
is a sale if the transferor is entitled to pay- 
ments out of anything more than the oil in 
place. 





gross 
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631(c) the owner of a coal property 
who disposes of it in return for the 
purchaser’s promise to pay a royalty 
for the coal mined is entitled to capi- 
tal gain. In 1954 the Senate sought to 
extend this treatment to iron ore royal- 
ties, but this extension was not enacted. 

The purchaser of timber or coal in 
a transaction to which Section 631 
applies may treat the payments that 
he makes to the “seller” as cost of the 
timber or coal that he purchases. 
Such cost will ordinarily be reflected, 
for federal income tax purposes, in 
the cost of goods sold by the pur- 
chaser and will thereby produce for 
him an ordinary income tax deduction. 


Patents, copyrights, secret proc- 
esses, and trade names.—In 1950 the 
Treasury announced its position that 
payments received for the assignment 
of a patent are taxable as ordinary 
income where the payments are meas- 
ured by production, sales or profits.’ 
Notwithstanding the Treasury posi- 
tion, the courts generally held that 
where the owner of a patent disposed 
of his entire interest in it, his gain 
was capital gain, in spite of the facts 
that the consideration was measured 
by production,‘ sales ° or profits ® and 
that the assignment contained provi- 
sions requiring the assignee to exploit 
the patent. The courts have applied 
the same rule to dispositions of an 
unpatented invention‘ and of a trade 
name.® 


In 1954 Congress specifically pro- 
vided in Code Section 1235 that under 


* Mim. 6490, 1950-1 CB 9. 


*Commissioner v. Hopkinson, 42-1 ustc 
{ 9330, 126 F. 2d 406 (CA-2). 

°* Edward C.,Myers, CCH Dec. 14,992, 6 
TC 258 (1946). 

* Commissioner v. Celanese Corporation of 
America, 44-1 ustc {[ 9147, 140 F. 2d 339 (CA 
of D. C.). 

"Franklin S. Speicher, CCH Dec. 22,519, 
28 TC 938 (1957). 

*® Rose Marie Reid, CCH Dec. 21,806, 26 TC 
622 (1956). Also see Dairy Queen of Ohkla- 
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certain circumstances a person who 
develops or finances the development 
of a patent will realize capital gain 
where he disposes of substantially all 
of his rights in the patent, or an undi- 
vided interest therein, notwithstand- 
ing that payments are measured by 
production, sales or profits.® 

Recently the Treasury announced 
that it would permit capital gain even 
in cases not covered by the 1954 Code 
where the taxpayer disposes of sub- 
stantially all of his rights in the pat- 
ent, or an undivided interest therein 
(see Revenue Ruling 58-353). The 
Treasury thus bowed to the over- 
whelming weight of case authority 
that a disposal of a patent could be a 
sale even though the consideration 
was to be measured by production, 
sales or profits. 


Until recently the law was not 
clear whether the holder (other than 
the author) of a literary or musical 
copyright may treat his gain as capi- 
tal gain where he disposes of the 
copyright for a consideration meas- 
ured by the use or profit derived from 
the copyright. However, the Treasury 
has just announced that the gain may 
be capital gain under these circum- 
stances.’° 


It should be noted that the pur- 
chaser of a patent (and, presumably, 
also the purchaser of a copyright) 
may take as an ordinary deduction 
the royalty payments that he makes 
measured by production, sales or 
profits notwithstanding that the pay- 


homa, 58-1 ustc J 9155, 250 F. 2d 503 (CA-10, 
1957). 

*See S. Rept. 1622, 83d Cong., 2d Sess., 
pp. 438-439, 

* See Rev. Rul. 60-226, I. R. B. 1960-25, 
8. Cf. Rev. Rul. 54-409, 1954-2 CB 174, 
176; Commissioner v. Cory, 56-1 ustc {J 9361, 
230 F. 2d 941 (CA-2); compare Richard W. 
Telinde, CCH Dec. 18,910, 18 TC 91 (1952) ; 
David Stern, III v. U. S., 59-1 uste ¥ 9271, 
262 F. 2d 957 (CA-5), aff’g 58-2 ustc { 9807, 
164 F. Supp. 847; Fred MacMurray, CCH 
Dec. 19,928, 21 TC 15 (1953). 
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ments may be treated as payments of 
a purchase price and may be taxed as 
capital gain to the seller. The theory 
is that the payments continue over 
the life of the patent and represent 2 
reasonable estimate of the annual cost 
of the patent.** Thus, there is no 
federal income tax objection by the 
transferee to arranging the transac- 
tion as a “sale.” 


Partnership interests-—-When a 
partner retires from a partnership he 
may surrender his partnership inter- 
est in return for the partnership’s 
agreement to pay him a specified per- 
centage of the partnership profits for 
several years. The question arises 
whether the payments to the retiring 
partner are capital gain or ordinary 
income. 

Under Code Section 736, payments 
to a retiring partner are treated as 
payments for his interest in the part- 
nership assets to the extent that the 
payments (1) are made in respect 
of his interest in the value of the 
partnership assets (exclusive of good 
will and unrealized receivables) or 
(2) are made pursuant to the part- 
nership agreement for good will. In 
most cases the gain attributable to 
such payments is taxable as capital 
gain to the retiring partner. The 
remaining partners may not deduct 
such payments from their partner- 
ship income in the year of payment. 

However, payments to a retiring 
partner are taxable as ordinary in- 
come to the extent that they exceed 
the value of his interest in partner- 
ship assets and are not paid pursuant 
to the partnership agreement for 
good will. Under this rule payments 
to retiring partners out of net profits 
are in most instances taxable as ordi- 
nary income. Where the payments 
are taxed as ordinary income to the 
retiring partner they are generally 


" Associated Patentees, CCH Dec. 14,440, 
4 TC 979 (1945); M. E. Cunningham Com- 
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deductible from partnership income 
by the continuing partnership. 


Section 736 applies only to the 
liquidation of an interest in a partner- 
ship and not to the transfer by one 
partner of his partnership interest to 
another partner. Where a partner 
transfers his partnership interest in 
return for the transferee’s promise to 
pay him a continuing share of the 
profits indefinitely, the transferor may 
be taxed as if he continued to own 
an interest in the partnership. In this 
event the net profits payments will be 
taxable to him as ordinary income. 
(See Ruth W. Collins, CCH Dec. 
17,505, 14 TC 301 (1950).) However, 
in one case, where the net profits pay- 
ments were limited in time, the trans- 
action was treated as a true sale (see 


U. S. v. Jones, 52-1 ustc J 9202, 194 
F. 2d 783 (CA-10)). 


Franchises.—In certain cases tax- 
payers have secured capital gains_treat- 
ment on the disposition of a franchise 
despite the fact that the consideration 
was measured by the profits to be 
derived from the franchise, but in 
these cases the net profits payments 
were limited in time. See U. S. v. 
Jones, cited above; Vermont Transit 
Company, Inc., CCH Dec. 19,505, 19 
TC 1040, affirmed, 55-1 ustc § 9174, 
218 F. 2d 468 (CA-2). Compare Herz- 
berg v. U. S., 59-2 ustc J 9578. It may 
not be entirely safe to rely on these 
cases where the net profits payments 
are to continue indefinitely. 


Corporate stock.—A taxpayer may 
realize capital gain upon a “sale or 
exchange” of stock in a corporation 
by selling the stock to a third person 
or by receiving money or property 
from the corporation upon a complete 
or partial liquidation of the corpo- 
ration or upon a stock redemption. 
Thus, Sections 302 and 331 of the 


pany, CCH Dec. 18,211(M), 10 TCM 276 
(1951). 
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Code provide that gains upon certain 
corporate liquidations and redemptions 
will be treated as gains from a sale 
or exchange. Where the taxpayer in 
an arm’s-length transaction disposes 
of his stock or surrenders it for a 
consideration that is to be measured 
by the production or sales derived 
from the assets of the corporation, 
the courts generally hold that the 
transaction is a sale taxable at capi- 
tal gains rates. The leading case is 
Burnet v. Logan, 2 ustc J 736, 283 
U. S. 404 (1931), where the taxpayer 
transferred her stock in a mining cor- 
poration for the transferee’s promise 
to pay 60 cents per ton of iron ore 
mined by the corporation.’* 

Sales of stock for a contingent con- 
sideration of this type are apt to be 
rare, for in the ordinary case the 
purchaser will be required to capi- 
talize all the payments that he makes 
to the transferor as part of the cost 
of the stock. In such event he will 
obtain no tax benefit for such pay- 
ments until he disposes of the stock.” 


Rationale 


The question of whether a tax- 
payer’s gain should be taxed as capi- 
tal gain where the consideration is 
measured by production, sales or 
profits is a small part of the capital 





*” Also see George J. Nicholson, CCH Dec. 
13,851, 3 TC 596 (1944); Finney v. Commis- 
sioner, 58-1 ustc § 9388, 253 F. 2d 639 (CA- 
9). Cases such as Commissioner v. Carter, 
48-2 ustc $9415, 170 F. 2d 911 (CA-2); 
Westover v. Smith, 173 F. 2d 90 (CA-9) ; and 
George J. Lentz, CCH Dec. 22,567, 28 TC 1157 
(1957), should also be examined, but they 
are not precisely in point. In such cases 
the taxpayer received contractual rights in 
liquidation of his stock in a corporation; 
on subsequently receiving the contractual 
payments, the taxpayer was held to realize 
capital gain. Although the consideration 
received for the stock in these cases was 
contingent, the contingency did not depend 
upon the earnings to be derived from the 
stock. It was conceded that the surrender 
of the stock constituted a sale, and the 
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gains controversy. Here we shall as- 
sume that the taxpayer’s gain should 
be taxed at a lower capital gains rate 
if he sells a property for a fixed 
amount, payable in a lump sum or 
in installments. Starting with this 


premise, we may explore the reasons 
for the capital gains tax to see whether 
a distinction should be made where 
the price is measured by production, 
sales or profits. 


Nonrecurring Nature of Capital Gains 

One reason given for the capital 
gains tax is that capital gains are 
unusual and nonrecurring and repre- 
sent accretions over a substantial pe- 
riod of time. The argument is that 
a lower tax rate on capital gains is 
justified because it is inequitable to 
tax a large capital gain, which may 
be attributable to several years, at 
progressive rates in one year. If this 
reason were the principal support for 
the capital gains tax, the gains that 
we are discussing ordinarily should 
not be treated as capital gain, for 
they are taxed over several years in 
any event. 

However, this reason cannot be a 
principal reason for the capital gains 
tax. Thus, it is settled that the capi- 
tal gains tax does apply where prop- 
erty is sold for a fixed consideration 
question was whether there was an imme- 
diate capital gains tax on the liquidation or 
whether the contractual payments were re- 
portable as capital gain when received, If 
there had been an immediate capital gains 
tax on the liquidation, the subsequent pay- 
ments on the contracts. would have been 
ordinary income to the extent that they 
exceeded the value reported on the liquida- 


tion. Compare Helvering v. O’Donnell, cited 
at footnote 2. 

* However, if the purchaser immediately 
liquidates the corporation, he will be treated 
as if he had purchased the corporate assets 
in the first place. See Sec. 334(b)(2) as to 
corporate purchasers and see Frank N. 
Mattison, 59-2 ustc 99768 (CA-9), as to 
individual purchasers. 
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payable over a number of years. 
Moreover, it is settled that the lower 
tax applies to corporations as well as 
to individuals notwithstanding that 
corporations pay a uniform rate of 
tax and are not penalized by receiv- 
ing a large amount Of income in one 
year. Also, it is settled that the tax 
can apply to gains derived in a pe- 
riod as short as six months and one 
day. Finally, the inequity of taxing 
a long-term gain at progressive rates 
in one year is a weak reason for the 
present capital gains tax, for the in- 
equity could as well be prevented by 
permitting an averaging of income 
without the drastic solution of a uni- 
form lower rate of tax. 


Difference Between Capital and Income 


Another argument made for the 
lower capital gains rate is that an 
appreciation of capital should be taxed 
at a lower rate than income earned 
on capital. The argument is that an 
appreciation in the value of capital is 
of a different character from income 
earned on capital. 

Under this argument a sale of 
property for a lump sum might be 
distinguished from a sale for install- 
ment payments, fixed or otherwise. 
Part of any installment payment 
necessarily represents an “interest 
factor,’ whether designated as such 
or not, a return on the “investment” 
represented by the right to receive 
future payments. Theoretically, an 
apportionment might be made _ be- 
tween the part of a fixed installment 
payment that is payment for capital 
and the part that represents income 
earned on such capital after the date 
of the sale; the latter amount would 
be taxable as ordinary income. How- 

“But see the noncommercial annuity 
cases, particularly Rev. Rul. 239, 1953-2 
CB 53, and the authorities cited therein; 
Sec. 163(b), which permits the payor to 


separate and deduct the interest element in 
certain installment contracts; Sec. 1232, re- 
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ever, the Treasury and the courts do 
not make an allocation in this situ- 
ation, and it would be a difficult allo- 
cation to make. It is settled that a 
taxpayer’s entire gain is capital gain 
where he sells property for a fixed 
consideration that is payable in in- 
stallments. 

Where the installment payments 
are contingent on production, sales 
or profits, the problem of separating 
out the “interest” factor would be even 
more difficult. Even if the interest 
factor could be determined, it would 
not be possible to tell what part of 
each payment represents interest with- 
out determining the value of the prop- 
erty at the time it is transferred. 

However, where the installment 
payments are contingent, the pay- 
ments may embody more than just 
an added interest factor. Where the 
installment payments are contingent, it 
may sometimes be questioned whether 
any part of the payments is for “capi- 
tal.” The problem may be illustrated 
by four examples: 

(1) A taxpayer has a deposit of 
50 cubic yards of sand, the content 
being accurately known, with a cost 
of $50 and a value of $100. If he sells 
the sand outright for $100, his $50 
gain is capital gain. If he sells the 
sand for $2 per cubic yard and the 
purchaser is required to and does 
remove all the sand immediately, the 
taxpayer’s gain should be as much 
“capital” as if he had sold all the 
sand for $100. However, suppose that 
the sand is to be removed over a 
50-year period. In this event the tax- 
payer will probably receive more than 
$100, for he will set the royalty at 
more than $2 per cubic yard to com- 
pensate him for his capital investment 


lating to capital gain on bonds issued at 
a discount; and Rev. Rul. 55-540, 1955-2 
CB 39, p. 43, relating to a separation of the 
interest factor where a purported lease is 
treated as a sale. 
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in the mineral that he will recover 
only gradually over the 50-year period. 
The additional payments may be said 
to represent an interest factor, but at 
least $100 of the total payments repre- 
sent payments for “capital.” 

(2) A taxpayer has a stand of tim- 
ber of about 50 mature trees, with a 
cost of $50 and a value of $100. If 
he sells the timber outright for $100, 
his $50 gain is capital gain. If he sells 
his timber for $2 per tree and the 
purchaser is required to, and does, 
cut all the timber immediately, the 
taxpayer's $50 gain would be as much 
“capital” as if he had sold all the 
timber for $100. However, suppose 
that the timber is to be cut over a 
50-year period. In this event the tax- 
payer will probably be paid more 
than $100, for, as in Example (1), he 
will probably set the royalty at more 
than $2 per tree to compensate him 
for his capital investment in the tim- 
ber that he will recover only gradu- 
ally over the: 50-year period and he 
will be paid for trees that mature and 
are cut during the 50-year period. 
Are the latter part of the payments 
received for capital? 


(3) A taxpayer owns a patent, with 
a cost of $50 and a present salable 
value of $100. If he sells the patent 
outright for $100 his $50 gain is capi- 
tal gain. If he sells his patent for 
a contingent consideration measured 
by the amount of sales of products 
manufactured with the patent, it is 
not certain what he will receive. He 
may receive nothing or he may re- 
ceive more than $1,000. Assuming 
that he receives $1,000, $100 may theo- 
retically be attributed to the value of 
the patent at the time it was trans- 
ferred but, of course, in the usual 
situation this value is impossible to 
determine. Part of the remaining $900 
represents an income return on this 
$100 investment, but most of the $900 


represents a speculative gain that tax- 
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payer has realized because the value 
of the patent has been proved by the 
efforts of the transferee. What part 
of this $900 is a payment for capital? 


(4) A taxpayer owns an unproven 
oil lease, which cost him $50 and 
which he could now sell for $100. If 
he sells the lease outright for $100 
his $50 gain is capital gain. Suppose, 
instead, that he transfers the lease to 
X in return for X’s promise to drill 
the property and deliver to him the 
proceeds of one eighth of the oil pro- 
duced. It is possible that the tax- 
payer will receive nothing from X, 
but it is also possible that X will 
strike a gusher and that the taxpayer 
will receive $10,000. In such event, 
the taxpayer’s gain would be pri- 
marily attributable to the fact that 
the value of the property has been 
proved because X has found oil. What 
part of the $10,000 that he recovers 
is payment for capital? 


This analysis cannot proceed fur- 
ther without defining “capital.” How- 
ever, it is useless to pursue a line of 
analysis that turns on the definition 
of the word “capital.” The semantic 
distinction between “capital” and “in- 
come” cannot itself be a justification 
for the lower tax on capital gains. 
If there are certain types of income 
that we want to tax at special rates, 
we can for convenience call such types 
of income “capital gains” but the 
definition itself must rest on some 
reason of policy. 

Moreover, the present discussion 
takes place in the context of the 
present capital gains tax, and the 
present tax cannot be explained on 
the basis of a distinction between 
“capital” and “income.” Income may 
now qualify for capital gains treat- 
ment.even though it represents com- 
pensation for personal services (lump- 
sum distributions from pension and 
profit-sharing plans (Sections 402-403), 
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gains from‘ restricted stock options 
(Section 421) and patent royalties re- 
ceived by an inventor (Section 1235). 
Income may also be capital gain not- 
withstanding that it represents the 
annual increment accruing on prop- 
erty (the proceeds of unharvested 
crops sold with the land, the pro- 
ceeds from the sale of a life interest 
in a trust, the increase in value of 
certain bonds purchased at a discount 
and the increase in the value of corpo- 
rate stock attributable to the accumu- 
lation of annual earnings). Conversely, 
certain profits that by any definition 
are attributable to the increase in the 
value of capital do not now qualify 
for capital gains treatment. Thus capi- 
tal gains treatment will be denied to 
the profit derived from the appreci- 
ation of undeveloped land or mineral 
properties if the appreciation is real- 
ized through the ownership of such 
land or properties, rather than by a 
sale of them. 

A final cause for rejecting the dis- 
tinction between “capital” and “in- 
come” as the basis for the capital 
gains tax is that it is doubtful that 
the types of gain that obviously rep- 
resent an appreciation of capital, as 
distinguished from the fruits of labor, 
are the types that should be taxed at 
the special low rates. An appreci- 
ation in the value of undeveloped 
land is the clearest appreciation of 
capital, but the tax laws should not be 
designed to encourage land speculation. 


Difference Between Income Realized from 
Owning Property and Income Realized 
from Final Disposition of Property 


If a taxpayer’s entire gain on a 
fixed installment sale is capital gain, 
the only rational basis for distin- 
guishing the situation where the price 
is contingent is that in such situation 
the taxpayer maintains a continuing 
interest in the value of the property 


transferred. Is this distinction one 
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TEST YOUR TAX KNOW-HOW ... 


As a Christmas bonus, Tom Hart's 
employer gives him a $200 check and 
30 shares of its stock worth 

$600 on the market. Must Tom 
include the $800 in his gross income? 
(See page 526.) 


important to the application of the 
capital gains tax? 

On one side the argument is that 
where the purchase price is measured 
by production, sales or profits, the 
transaction differs from a sale for a 
fixed consideration only in that the 
parties are not able to place a value 
on the property, and provide for price 
determination by another method. In 
both cases there is a complete dispo- 
sition of property and, hence, a “sale” 
within the meaning of the capital 
gains statute. On this basis the gains 
that we are discussing should qualify 
for capital gains treatment. 

The opposing argument is that 
where the transferor retains a royalty 
measured by production, sales or 
profits, he maintains a continuing 
interest in the value of the property 
and does not dispose of the property. 
In effect he enters into a joint ven- 
ture with the transferee under which 
he contributes the property and under 
which the transferee contributes cash 
and services to the development of 
the property, with a joint sharing of 
profits. If the taxpayer actually en- 
tered a joint venture he would be 
taxed at ordinary income rates on his 
share of the profits; it may be argued 
that he should continue to be taxed 
at ordinary income rates in this situ- 
ation. To tie the argument to the 
statutory language, the taxpayer has 
not made a disposition of his prop- 
erty by a “sale.” 

The argument that the transaction 
is like a joint venture is stronger 
where the payments measured by 
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production, sales or profits will con- 
tinue indefinitely. Conversely, where 
the payments are limited in time or 
are limited to an amount that may 
be expected to be paid, the trans- 
action is more like a sale for a fixed 
sum payable in installments.’® 

The argument against capital gain 
is particularly strong where the trans- 
feree is controlled by the transferor, 
for in this situation there may occur 
merely a change in the form whereby 
the transferor realizes income from 
exploiting the property. Accordingly, 
it is not surprising that the courts and 
Congress are more prone to tax the 
sales payments as ordinary income in 
this situation. The argument against 
capital gain is also cogent in the case 
of certain contrived transfers to char- 
ities where the transferor retains the 
principal beneficial interest and con- 
trol over the property.*7 However, if 
the disposition is an arm’s-length dis- 
position such as might be made with 
a private party who is a total stranger, 
it is difficult to distinguish logically 
a sale to a controlled corporation or 
charity from a sale to an independent 
person, without negating the separate 
entity concept.** 

The argument that the transaction 
should be treated like a joint venture 
rather than a sale may also be stronger 
where the taxpayer reserves the legal 
right to require the transferee to 
exploit the property or to take the 
property back if the transferee does 
This is the situation in the 
case of the ordinary mineral lease, 

*See George W. Potter, CCH Dec. 
16,573(M), 7 TCM 622 (1948); Estate of 
Raymond T. Marshall, CCH Dec. 19,884, 
20 TC 979 (1953). 

* Albert E. Crabtree, CCH Dec. 20,273, 
22 TC 61 (1954) (franchise sold to wholly 
owned corporation for stock and one half 
of the net profits for ten years); compare 
Ingle Coal Corporation v. Commissioner, 49-1 
ustc § 9267, 174 F. 2d 569 (CA-7). See 
Code Sec. 1235(d). 
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ANSWER TO THE CHRISTMAS BONUS 
QUESTION ON PAGE 525... 


Yes. This amount 
represents compensation 
for services rendered. 


timber-cutting contract, and exclusive 
patent license, and it is often the case 
where a franchise or business is sold. 
Some of the mineral cases actually 
do make a distinction between the 
situation where the transferor reserves 
rights to require the transferee to 
develop the property and the situa- 
tion where such rights are not re- 
served. However, this is not a sound 
basis for a distinction, for in almost 
all cases the transferee has a strong 
incentive to develop the property and 
it is expected that he will do so. 


The argument that the transaction 
is like a joint venture seems slightly 
stronger where the consideration is 
measured by net profits rather than 
by production or sales. Where the 
consideration is measured by produc- 
tion, the taxpayer merely maintains 
an interest in the amount of the min- 
eral or timber that is on the property. 
Where the consideration is measured 


by sales, the taxpayer also maintains 
an interest in the price of the mineral 
or timber that is sold by the trans- 


feree. Where the consideration is 
measured by net profits, the seller 
also retains an interest in the efficiency 
of the operations performed by the 
transferee and is thus in the same 
economic position as a joint venturer. 


*See Rev. Rul. 54-420, 1954-2 CB 128; 
compare Kolkey v. Commissioner, 58-1 ustc 
7 9435, 254 F. 2d 51 (CA-7); Ernest G. 
Howes Estate, CCH Dec. 23,093, 30 TC 909; 
A. Shiffman, 32 TC —, No. 99. 

* See Magnus v. Commissioner, 58-2 ustc 
79853, 259 F. 2d 893 (CA-3); Leonard 
Coplan, CCH Dec. 22,574, 28 TC 1189 
(1957); Herbert C. Johnson, CCH Dec. 
23,047, 30 TC 675 (1958). 
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However, none of these distinctions 
answers the policy question of whether 
a taxpayer should be entitled to capi- 
tal gain where he disposes of property 
for a consideration measured by pro- 
duction, sales or profits. Moreover, 
none explains the discriminations that 
are made by present law. If a per- 
son who disposes of a patent or a 
copyright or timber or coal is en- 
titled to capital gain on the royalty 
payments that he receives, the person 
who disposes of a mineral property 
likewise should be entitled to capi- 
tal gain. At the very least, the word 
“sale” in the statute should be con- 
strued consistently. 


Conclusion 


It is submitted that a low rate of 
tax on capital gains may be justified 
only by showing reasons why a tax- 
payer should be encouraged to realize 
income of the type that is subject to 
such lower tax. The reasons for en- 


couraging taxpayers to realize partic- 
ular types of income may be eco- 


nomic, social, political or military. 
Thus, the lower rate of tax on sales of 
timber and patents may be explained 
by the desirability of encouraging the 
development of timber resources and 
patents. It is not intended here to 
analyze the considerations that may 
justify particular applications of the 
capital gains tax, but merely to note 
that a particular policy consideration 
is the only possible justification. 

If the capital gains tax is designed 
to encourage certain investments, it 
should not make any difference 
whether the investor realizes upon his 
investment in one lump sum or in 
installments and, therefore, the capi- 
tal gains tax should apply irrespective 
of the fact that the consideration is 
measured by production, sales or profits. 

The trouble with this logic, of course, 
is that it stops too soon. If the pur- 
pose of the lower capital gains tax is 
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to provide an incentive for certain in- 
vestments, it should not matter whether 
income is realized through the hold- 
ing of such investments or through 
their disposition. If it is desired to 
encourage development of mineral 
properties and patents by providing 
tax benefits, it should follow that when 
taxpayers develop mineral properties 
or patents they should not have to 
sell them to obtain the tax benefits. 
The question of whether the taxpayer 
realizes ordinary income or capital 
gain should not turn on whether there 
is or is not a technical “sale” within 
the meaning of Section 1221. 

An evil of the present capital gains 
tax is that it encourages persons to 
make certain investments and to sell 
them. The inventor who develops a 
patent realizes capital gain if he sells 
the patent whereas he realizes ordi- 
nary income if he exploits the patent 
himself; the investor who explores 
for minerals is encouraged to sell out 
when his development is completed; 
the natural effect is to encourage the 
concentration of patents and mineral 
properties in a relatively few big cor- 
porations. 

It has been urged that it is neces- 
sary to have a low capital gains tax 
to assure the free alienation of prop- 
erty. On the basis of economic theory 
it is argued that the resources of a 
country will be more economically 
utilized if the free alienation of prop- 
erty is encouraged. However, this 
goes further than the economists may 
consistently go. Economic theory 
dictates that there should be no arti- 
ficial restraints on the disposal of 
property; economic theory cannot 
justify tax patterns that artificially 
encourage the disposal of property. 
The choice of whether to hold or sell 
property should be influenced by eco- 
nomic considerations and not by tax 
considerations. A tax law that places 
a premium on the sale of property as 
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opposed to the development of prop- 
erty does not allow for the free action 
of economic forces. 

The timber industry is the only in- 
dustry where Congress has been con- 
sistent in using the capital gains tax 
incentive as an encouragement to in- 
vestment. Having decided in 1943 
that the tax laws should encourage 
the growth of timber, Congress pro- 


vided that a taxpayer would realize 
capital gain when he disposes of tim- 
ber under a cutting contract and also 
provided that the taxpayer would rea- 
lize capital gain on the appreciation 
of his timber when he cuts the timber 
for use in his own business. 

I hold no brief for an extension of 
the capital gains tax, but present dis- 
criminations are not sound. [The End] 
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be allocated to alimony, which is de- 
ductible, and to support, which is nonde- 
ductible—Lester v. Commissioner, 60-2 
ustc § 9501. 


HEN do you accrue a real estate 
tax which is paid under protest? 
Well, in Connecticut, New York or 
Vermont, at least, which are within 
the jurisdiction of the Second Circuit 
Court of Appeals, the tax accrues in 
the year litigation is settled, not when 
the tax is due and paid under protest. 
There was a second neat little point 
in this decision. The amount of par- 
tial refund—the difference between 
what was agreed upon in settlement 
and the amount of the contested tax 
paid—is not income. It represents 
the realization of an asset of con- 
tingent value, says the Second Circuit, 
purchased by the taxpayer-property 
owner when he paid the amount of 
the contested tax.—Consolidated Edi- 
son Company of New York, Inc.. v. 
U. S., 60-2 uste J 9485. 


HE COMMISSION on the sale 

of life insurance covering his own 
life results in taxable income to the 
broker. So the Fifth Circuit 
Court of Appeals, as it endorses 
the view of the Third Circuit (in 
Ostheimer, 59-1 ustc § 9300) and re- 
verses the Tax Court.—Commissioner 
v. Minzer, 60-2 ustc § 9493. 


says 


528 


July, 1960 @ 


F YOU ARE LOOKING for tax 

benefit in buying bonds at a high 
premium, electing to amortize the 
premiums at the earliest call dates 
and then disposing of the bonds, stay 
out of the Tax Court! And this, of 
course, does not mean that your plan 
will necessarily be acceptable in any 
other court, for you must have more 
than a tax-saving motive in entering 
the bond premium amortization field. 
The Tax Court, in particular, how- 
ever, takes a dim view of bond trans- 
actions where the motivating force 
has been saving tax dollars. It be- 
lieves Congress did not intend to cre- 
ate a tax haven by enacting the bond 
premium deduction.—Fabreeka Prod- 
ucts Company, CCH Dec. 24,185, 34 
TC —, No. 30; Jack L. Sherman, CCH 
Dec. 24,186, 34 TC —, No. 31; Edwin 
A. Gallun, CCH Dec. 24,192(M), TC 
Memo. 1960-104. 


MPLOYERS have no right to 

withhold less than the required 
minimum amount of taxes from em- 
ployees’ wages. They may not put 
themselves in the position of district 
directors, and decline to withhold 
even if they know some employees 
will not owe taxes after they claim 
certain deductions. Reason: With- 
holding relates only to collection of 
taxes, not ultimate liability for taxes. 


—Rev. Rul. 60-220, I. R. B. 1960-23, 16. 
TAXES —The Tax Magazine 





Foreign Situs Trusts— 
Defining the Undefined 


By ALAN H. HAMMERMAN 


Tax-saving devices have been shifting from systems which take advantage 

of ‘‘loopholes"’ to systems which provide for tax deferral. This 

article discusses the increasing popularity of the foreign situs trust, 

a device which can be used advantageously as a tax deferral system. 

Mr. Hammerman is associated with the Chicago law firm of Rudnick and Wolfe. 


HE USE OF FOREIGN SITUS TRUSTS has become increas- 

ingly popular in the past years. These trusts can apparently serve 
a number of purposes, the essential ones being the advantages of tax 
deferral and reduction of the amount of tax paid. This popularity of 
foreign situs trusts has been achieved even in light of the absence of a 
definition of such trusts. Various Treasury pronouncements have given 
some indication of the attributes of foreign situs trusts, but the 
Treasury has not spelled out what elements a trust must have to be 
deemed a foreign situs trust. 

The Internal Revenue Code of 1954 grants certain preferences to 
nonresident alien individuals (Section 871) and foreign corporations 
not engaged in business in the United States (Section 881). However, 
neither of these sections specifically mentions foreign situs trusts. 
Nevertheless, the endeavor has been to bring these trusts under the 
rules set forth in Section 871. Regulations Section 1.871-2(a) gives 
some help in this endeavor by stating that the term “nonresident alien 
individual” includes a “nonresident alien fiduciary.”” However, more 
support for such a theory is provided by Section 641(a) of the Code, 
which states: “The taxes imposed by this chapter on individuals shall 
apply to the taxable income of estates or of any kind of property held 
in trust... .” Since Section 871 is in the same chapter as Section 
641, the rules set forth in Section 871 would appear to control if a 
foreign situs trust can qualify as a nonresident alien. 


Foreign Situs Trust as Instrument of Tax Deferral 

The form of tax-saving devices has been shifting from systems 
which take advantage of “loopholes” in the law to systems which 
provide for tax deferral. The reasons for this shift are many: (1) 
Congress has consistently striven to close such “loopholes,” and such 
activity by Congress has made the use of “loophole” schemes ex- 
tremely risky; (2) tax deferral allows the taxpayer to shift income 
from present high-income years to later (possibly low-income) years, 
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thereby reducing the rate of tax on 
such income; and (3) in some situa- 
tions, deferred income is allowed to ac- 
cumulate tax-free, as in certain qualified 
plans under Sections 402 and 403. 

If the individual taxpayer cannot be 
covered by deferred compensation 
agreements and/or Sections 402 and 
403 or cannot defer the desired amount 
of income under such programs, he 
must search out possible alternative 
ways to achieve the benefits of deferral 
and possible tax-free accumulations. 
In such a search, the taxpayer wants 
also to achieve the maximum amount 
of certainty that whatever income is 
deferred will not immediately be 
taxed to him and that a substantial 
part of the deferred income, if not all, 
will eventually find its way to him or 
to the parties designated by him. In 
such a search for a method of tax 
deferral, the taxpayer will find that 
the tax rules on nonresident aliens are 
a method by which his tax may be re- 
duced and the correlative possibility 
that by the use of a foreign situs trust 


he may defer, if not completely elimi- 
nate, the tax on substantial amounts 
of income. 


Rules on Taxation 
of Nonresident Aliens 

The attempt to establish a foreign 
situs trust is premised on the fact 
that such a trust will be taxed as a 
nonresident alien individual. In gen- 
eral, the rules as to the taxation of 


nonresident alien individuals are much 
clearer than the rules (if there are any 
at all) as to what is a foreign situs 
trust. Thus, a brief description of the 
taxation of nonresident aliens will in- 
dicate how a foreign situs trust will 
be taxed." 

The rules for the taxation of non- 
resident alien individuals are con- 
tained in Sections 871-877? as part of 
Subchapter N, entitled “Tax Based 
on Income from Sources Within or 
Without the United States.” The 
basic provisions are contained in Sec- 
tion 871, which establishes three 
classes of nonresident alien individuals 
and sets up the rules for the taxation 
of ordinary income and capital gains 
in each class. 

Ordinary income.—Class 1  non- 
resident aliens are individuals who 
have no United States business and 
a gross income from United States 
sources of not more than $15,400.* 
These individuals are taxed at a 30 
per cent rate on all their ordinary in- 
come from sources within the United 
States. These items of gross ordinary 
income include interest (except in- 
terest on deposits with persons carry- 
ing on the banking business, which is 
tax-free), dividends, rents, emolu- 
ments, and other fixed or determin- 
able annual or periodical gains, profits 
and income (including certain items 
which are considered to be gains from 
the sale or exchange of capital assets 
in the case of resident taxpayers).* 





“Although there is some dispute as to 
whether a situs trust should be 
taxed as a domestic trust or as a nonresident 
alien, after an investigation of the attributes 
of the foreign situs trust it is generally 
agreed that if the trust qualifies as a trust 
and the income will not be taxed to the 
settlor under the Clifford rules (Internal 
Revenue Code of 1954, Sections 671-678), 
the trust income is to be treated similarly to 
the income of a nonresident alien. (Phillips, 
“Taxation of Foreign Estates and Trusts 
Under the Internal Revenue Code of 1954,” 
4 Journal of Taxation 56 (1954); Roberts 
and Warren, /ncome Taxation of Non-resi- 
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dent Aliens and Foreign Corporations (Prac- 
tising Law Institute, 1953), p. 10.) 

* Unless stated otherwise, all citations of 
Code sections in the text and footnotes refer 
to sections of the 1954 Internal Revenue 
Code, as amended. 

*The rules for the taxation of Class 1 
nonresident aliens are set forth in Sec. 871 
(a). The limitation on gross income is a 
limitation on gross income from United 
States sources (as defined in Sec. 861). 

“The items which are ordinarily given 
the benefit of capital gain treatment but are 
denied such treatment in Sec. 871 are (1) 
disposal of timber with a retained economic 
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Under Section 871(a)(1), no deduc- 
tion is allowed against this income. 


The second class of nonresident 
aliens are those individuals who have 
no United States business and a gross 
income from United States sources of 
more than $15,400. This $15,400 must 
come from the same sources of ordi- 
nary income as enumerated for Class 
1 nonresident aliens, again including 
the gain from the sale or exchange of 
certain capital assets which would be 
taxed as capital gains to residents of 
the United States. These individuals 
are taxed at the rates contained in 
Section 1 (the section containing the 
standard rate table), except the in- 
come that they are taxed on is limited 
to United States source income and 
the effective rate of taxation cannot 
fall below a 30 per cent rate. 


Class 2 nonresident aliens are al- 
lowed only certain deductions, and 
the items taxed as ordinary income 
under Section 871(a) (which would 
be capital gains to United States 
citizens) continue to be taxed as ordi- 
nary income.’ The $15,400 figure is 
used for the dividing line since it is 
at that level that the effective rate of 
taxation on a resident individual’s 
taxable income begins to exceed 30 
per cent. 


(Footnote 4 continued) 

interest (Sec. 631(b)); (2) disposal of coal 
with a retained economic interest (Sec. 631 
(c)); and (3) sale or exchange of patents by 
an individual who either created the inven- 
tion or acquired his interest in such patent 
prior to actual reduction to practice of the 


invention (Sec. 1235). This list is limited 
to those items which may give rise to in- 
come to a trust. There are other items in 
Sec. 871 which are denied capital gain treat- 
ment, but these items are of a class that can 
usually only inure to individuals. 

*Sec. 871(b). In determining the class 2 
nonresident alien’s taxable income, a deduc- 
tion is allowed only to the extent that the 
deduction is properly allocable to the gross 
income received from a United States source. 
(Sec. 871(b)(2).) 


Foreign Situs Trusts 


Class 3 nonresident alien individ- 
uals are all nonresident aliens engaged 
in trade or business within the United 
States. These nonresidents are taxed 
on all their United States source in- 
come at the same rates as United 
States citizens and residents.® Section 
871(c), containing the rules as to non- 
resident alien individuals with a United 
States business, also states that “ef- 
fecting transactions” in the United 
States in stocks and securities shall 
not be considered “engaged in trade 
or business within the United States.” * 

Capital gains.—Capital gain trans- 
actions are tax-free to nonresident 
alien individuals not engaged in busi- 
ness in the United States and not 
present in the United States for 90 
days during the taxable year and not 
present in the United States when 
such capital gain transaction takes 
place. If the nonresident alien with 
gross income of not more than $15,400 
is present in the United States for 
less than 90 days, he is taxed at a 30 
per cent rate on his net capital gains 
derived from sources within the United 
States from sales or exchanges trans- 
acted while he is present in the United 
States. If such nonresident alien is 
present in the United States for more 
than 90 days in the taxable year, he is 
taxed at a rate of 30 per cent on the 





* Secs. 872 and 871(c). See, also, Ekman, 
“Tax Problems of Nonresident Aliens,” 
Proceedings of New York University Eight- 
eenth Annual Institute on Federal Taxation 
(1960), p. 845. 

*“Such term [“engaged in trade or busi- 
ness within the United States”] does not 
include the effecting, through a resident 
broker, comniission agent, or custodian, of 
transactions in the United States in stocks 
or securities, or in commodities (if of a 
kind customarily dealt in on an organized 
commodity exchange, if the transaction is of 
a kind customarily consummated at such 
place, and if the alien, partnership, or cor- 
poration has no office or place of business 
in the United States at any time during the 
taxable year through which or by the di- 
rection of which such transactions in com- 
modities are effected).” 
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amount of his net capital gains derived 
from sources within the United States 
from sales or exchanges effected at 
any time during the taxable year.* If 
the nonresident alien individual has 
more than $15,400 gross income from 
United States sources, he is taxed at 
the usual rates of tax (that is, capital 
gain rates on capital gains) in accord 
with the rules established for nonresi- 
dent aliens with less than $15,400, but 
again subject to the basic minimum of 
a 30 per cent tax rate.® Thus, if the 
nonresident alien with more than 
$15,400 income is not present in the 
United States for 90 days, he is not 
taxed on his capital gains if such sale 
or exchange is effected while the non- 
resident alien is not present in the 
United States. 

A Class 3 nonresident alien in- 
dividual (an individual with a United 
States business) is taxed on his net 
capital gains without regard to Sec- 
tion 871.'° 


Application of Nonresident Alien 


Rules to Foreign Situs Trusts 


If a foreign situs trust can qualify 
as a nonresident alien individual, the 
trust can escape United States capital 
gain taxation on the sale or exchange 
of stocks or securities in United States 
*Sec. 871(a)(2). 

*Sec. 871(b). 

”Sec. 871(c). The regulations defining 
classes of nonresident alien individuals and 
the taxation of these classes generally re- 
state the rules contained in the Code with- 
out elaboration, In describing the taxation 
of capital gains of class 1 nonresidents, the 
regulations state: “Gains and from 
sales or exchanges of capital assets effected 
during the taxable year at times other than 
during such presence in the United States 
are not to be taken into account for this 
purpose.” Regs. Sec. 1.871-7(b)(4) (ii). 

“For discussion of the locked-in prob- 
lem, see Brown, “‘Locked In’ Problem,” 
Federal Tax Policy for Economic Growth 
and Stability (Papers Submitted by Panelists 
Appearing Before the Subcommittee on Tax 
Policy, Joint Committee on the Economic 
Report, 84th Cong., Ist:Sess. (1955)), p. 367. 
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corporations. If the trust is estab- 
lished in a tax haven, the trust will 
not pay tax in the country of the situs 
of the trust. Thus, the trust can have 
the advantage of buying and selling 
stocks and securities on United States 
exchanges without paying a tax. In 
this way, the trust avoids any effect 
of the locked-in problem because, since 
the exchanges of these securities are 
tax-free, the trust can shift invest- 
ments in a manner to receive the opti- 
mum amount of income or growth 
without concern to the tax effect.” 


The trust, if it qualifies and has 
gross income of less than $15,400, 
will, however, have to pay a 30 per 
cent tax on all dividends received. 
This tax will be withheld at the source ; 
and if withholding satisfies the tax 
liability attributable to these dividends, 
the trust will probably not have to 
file any tax return.’* If the trust has 
gross income over $15,400, it must file 
a return even if the tax liability on 
such trust is fully withheld at the 
source.’® The 30 per cent tax on divi- 
dends may be reduced to a lower per- 
centage by treaty. However, these 
treaties rarely apply to tax havens, the 
only possible exception being the 
Netherlands Antilles, which is covered 
by the treaty with the Netherlands. 





™ Sec. 6012(a); Regs. Sec. 1.6012-1(b)(1) 
(i). Rev. Rul. 59-167, 1959-1 CB 623, 
CCH StTanpDArD FepeRAL TAX Reports (1959 
Ed.), Vol. 6, 6475, holds that a foreign 
trust not engaged in trade or business within 
the United States with a foreign trustee 
does not have to file a United States income 
tax return when the trust income from 
sources within the United States is less than 
$15,400 and the tax liability on such income 
is fully satisfied by withholding at the source. 
The settlor and the beneficiary of the trust 
are nonresident alien individuals. The bene- 
ficiary did not receive during the taxable 
year any income from United States sources, 
and none of the trust income was taxable 
to the beneficiary under the conduit rules. 
In these circumstances, the trust did not 
have to file a United States return, 
* Regs. Sec. 1.6012-1(b) (2). 
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The problem of what attributes a 
trust must have to qualify as a non- 
resident alien has been avoided so far 
in this paper. Although the tax law 
may be fairly clear as to what that 
treatment may be, the law is not clear 
as to what is a foreign situs trust. 


Tax Definitions 
of Foreign Trusts 


A trust with a foreign settlor, a 
foreign beneficiary and a _ foreign 
trustee is clearly a foreign trust.’* The 
concern here is with a trust that has 
various United States contacts. These 
contacts would usually consist of 
United States citizens being the settlor 
and beneficiaries of the trust. One of 
the settlors cannot, however, also be a 
beneficiary, for in such event the trust 
will not qualify as the taxable entity 
under the Clifford rules.*® 


Code and regulations.—The Inter- 
nal Revenue Code is not particularly 
helpful in defining what is a foreign 
situs trust. Chapter 1, consisting of 
the rules for both normal taxes and 
surtaxes under Subtitle A of the In- 
ternal Revenue Code, does not con- 
tain a definition of a foreign situs 
trust. 

There is, however, as part of 
Chapter 5 (the chapter taxing trans- 
fers to avoid income taxes), a defini- 
tion of a foreign trust in Section 
1493.%° This section defines a foreign’ 
trust as a trust which would not be 
subject to United States tax on the 
sale of its property. However, the 
definition is limited by the clause 
“within the meaning of this chapter,” 
and, therefore, the definition is of 


limited value in treating problems 
arising under Chapter 1. 


The definition in Section 1493 indi- 
cates some of the incidents of a foreign 
trust. It does not define what a for- 
eign situs trust is. Thus, the section 
provides evidence that a foreign situs 
trust can sell property outside the 
United States for cash and that it will 
not be taxed on the gain which arises 
from such sale. But neither the sec- 
tion nor the regulations help in indi- 
cating what qualifications a trust 
must have before it will be taxed as 
a nonresident alien (that is, a foreign 
situs trust). The problem again is 
contacts. How many contacts can 
the trust have with the United States 
before it is deemed to be a United 
States trust? How many foreign con- 
tacts must the trust have before it is 
deemed to be a nonresident alien and 
subject to the rules on the taxation 
of nonresident alien individuals? Sec- 
tion 1493 not answer these 
questions. 


does 


In addition, the limitation of the 
applicability of the section to Chapter 
5 only indicates that the section may 
be helpful as a partial announcement 
of policy in the area of the taxation 
of these trusts, but the limitation also 
emphasizes the fact that the trust, to 
be taxed in the United States, must 
be taxed under a rule contained in 
Chapter 1 of the Internal Revenue Code. 


Section 402(c) contains a reference 
to a foreign situs trust. This refer- 
ence concerns the taxability of the 
beneficiary of an employee’s trust, and 
apparently equates a foreign situs 
trust to a trust created or organized 





“See Muir v. Commissioner, 50-2 ustc 
{ 9340, 182 F. 2d 819 (CA-4), concerning the 
taxation of the English beneficiary. 

* Sec. 671-678. 

*“A trust shall be considered a foreign 
trust within the meaning of this chapter if, 
assuming a subsequent sale by the trustee, 
outside the United States and for cash, of 
the property so transferred, the profit, if 
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any, from such sale would not be included 
in the gross income of the trust under this 
subtitle.” 

The regulations state that the profit, if 
any, would not be included if the income is 


income from sources without the United 
States under the provisions of Secs. 861 to 
864, inclusive. Secs. 861 to 864 contain the 
rules as to the source of income. 
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outside the United States.17 The 
regulations equate “created or organ- 
ized outside the United States” to 
“located outside the United States” at 
the time of the distribution."* 


Thus, building from the pronounce- 
ments in Sections 1493 and 402(c), 
there appear to be at least two basic 
qualifications for a foreign situs trust : 
(1) created or organized outside the 
United States and (2) located outside 
the United States. 

The term “foreign trust” also appears 
in Section 643(a)(6).2° This is part 
of the definition of the distributable 
net income of a trust, and the term is 
only used in the section without being 
defined. However, the intent of the 
section appears to be such that in- 
dividuals who would otherwise be 
subject to United States taxes will 
continue to remain to be subject to 
United States taxes. Thus, the United 
States citizen who is the beneficiary 
of a foreign trust (in this sense, a 
trust with a foreign settlor, a foreign 
trustee and the trust res in a foreign 
country) would be subject to United 
States tax if the income 
tributed to him currently. It is in 
this context that Section 643(a) (6) 
must be read. The regulations do 


not elaborate on this use.’ 


was dis- 


The Code also refers to foreign 
trusts in Section 7456(b). This sec- 





17 «er 


TAXABILITY OF BENEFICIARY OF CERTAIN 


ForeIGN Situs 
subsections (a) 


Trusts.—For purposes of 
and (b), a stock bonus, 
pension, or profit-sharing trust which would 
qualify for exemption from tax under sec- 
tion 501(a) except for the fact that it is a 
trust created or organized outside the United 
States shall be treated as if it were a trust 
exempt from tax under section 501(a).” 

Sec. 404(a) (4) 
guage. 

” Regs. Sec. 
does not 
trusts, but 
organized 


also contains similar lan- 


1.402(c)-1. See. 
directly deal with foreign situs 
states that a trust created or 
outside the United States shall 
qualify for deductibility under certain em- 
ployee plans. See also Regs. Sec. 1.404(a)-11. 
Although ‘the section does not contain the 
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tion allows the Tax Court to order 
the production of certain documents 
in connection with proceedings in the 
court. The last sentence of the sub- 
section defines foreign trusts or estate 
to include “an estate or trust, any 
fiduciary of which is a foreign corpo- 
ration or nonresident alien individual.” 
It would appear that a trust must 
have more than a nonresident fiduciary 
to be a foreign trust. However, the 
section again indicates what one of 
the foreign contacts must be: a for- 
eign fiduciary. 


Outside of the above-mentioned 
sources, the Code does not contain 
any references to foreign situs trusts. 
However, in addition to the above, 
there are several references to foreign 
fiduciaries. These references to for- 
eign fiduciaries may be helpful in 
providing further guides as to what is 
a foreign trust. 


The regulations state that the 
term “nonresident alien individual” 
includes a nonresident alien fiduciary.** 
Thus, the rules applicable to nonresi- 
dent alien individuals become applicable 
to nonresident alien fiduciaries. How- 
ever, it would appear to be incorrect 
to argue that simply because the 
fiduciary is a nonresident, the trust 
automatically becomes a nonresident. 
But, if the trust cannot be taxed un- 
der the rules in Subchapter J,”* the 


term “foreign situs trust,” the section is 
intended to meet that problem. Sec. 402(c) 
contains the same terms as Sec. 404(a) (4), 
but explicitly equates “foreign situs trust” 
to “a trust created or organized outside the 
United States.” 

* “FRoREIGN INCOME.—In the case of a for- 
eign trust, there shall be included the amount 
of gross income from sources without the 
United States, reduced by any amounts which 
would be deductible in respect of disburse- 
ments allocable to such income but for the 
provisions of section 265(1) (relating to dis- 
allowance of certain deductions).” 

* Regs. Sec. 1.643(a)-6. 

* Regs. Sec. 1.871-2(a). 

= Secs. 641-683. These are the 
dealing with the taxation of trusts. 
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next possibility is to tax the fiduciary 
on the theory that he is the repre- 
sentative of the trust. Thus, it could 
be argued that the income can be at- 
tributed to the fiduciary, although it 
would appear to be extremely harsh 
to tax the fiduciary on funds which he 
does not have a right to invade. 


The Senate report to accompany 
the 1954 Internal Revenue Code has 
some discussion on foreign situs 
trusts.2* The report, as the Code, does 
not define a foreign situs trust. Rather, 
in discussing Sections 402(c) and 
404(a)(4), the report describes the 
tax result of the trust (as is done in 
Section 1493), but due to the special 
situation created by the exemption of 
employees’ trusts from tax, the results 
described are not particularly useful 
for problems in an area outside of 
employees’ trusts. 


Revenue rulings and cases.-There 
have been few revenue rulings in this 
area, Only one directly answers the 


problem of what is a foreign situs 
trust. In I. T. 1885 ** the rule was set 
forth that if the trust 
istence” to the law of a foreign coun- 
try (or a political subdivision thereof) 
the trust is to be taxed as a nonresi- 
dent alien. The status of the trust 
depends solely on where it was created. 


“owes its ex- 


Although the ruling was given in a 
situation involving a testamentary trust, 
the language is broad enough to cover 
inter vivos trusts. In fact, the language 
of the ruling is too broad. In a strict ad- 
herence to the ruling, it could be argued 
that a trust which is created in England 
with a United States settlor and United 
States beneficiaries and which is to be 
administered in the United States 
could be said to be taxed as a non- 
resident alien entity simply because 


*S. Rept. 1622, 83rd Cong., 2d Sess. 
(1954), p. 56. 


*T. T. 1885, II1-2 CB 164 (1923). 
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the trust was created and owes its 
existence to English law. Such an 
interpretation is clearly incorrect, and 
the ruling certainly wasn’t intended 
to free such a trust from United States 
taxation. There are factors other 
than the place of creation which con- 
trol the taxation of foreign situs trusts. 
For instance, in another pronounce- 
ment from the Treasury about the 
same time as I. T. 1885, it was de- 
clared that a nonresident alien fidu- 
ciary was subject to tax on a trust’s 
undistributable net income from sources 
within the United States irrespective 
of the citizenship of the settlor or 
beneficiaries.*> Thus, the source rules 
as contained in present Sections 861- 
864 override whatever rule may be 
set forth as to the taxation or non- 
taxation of nonresident aliens, if such 
nonresident rule does not contain a 
reference to United States source 
income. 


Another rule which is important in 
defining a foreign situs trust is con- 
tained in I. T. 1885. This portion of 
the ruling states that the status of the 
fiduciary has nothing to do with the 
status of the trust. Thus, the factor 
of whether the fiduciary is a resident 
or citizen is said to be of no impor- 
tance. According to the rule, if the 
trustee was a citizen and resident of 
the United States and the trust owed 
its existence to the law of a foreign 
country, the trust would still be a 
nonresident alien. This point was re- 
affirmed in Rev. Rul. 57-245.2° There 
the government cited I. T. 1885 while 
stating that the status of the fiduciary 
will not be controlling in determining 
the status of an estate as a resident or 
nonresident. However, the status of 
the fiduciary may have some effect on 
the status of the trust. 





* A. R. M. 37, 2 CB 172 (1920). This is 
apparently a recognition of the trust as an 
entity and a rejection of the trust simply 
as a conduit. é 


* 1957-1 CB 286. 
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The case of B. W. Jones Trust v. 
Commissioner" points out that the 
status of the fiduciaries may have 
some bearing on the taxability of a 
foreign trust. There the trust was 
created by an English settlor in 
England for an English beneficiary. 
The trust corpus consisted mainly of 
securities in United States corpora- 
tions and was kept in the United 
States under the control of the three 
English and one United States trus- 
tees. The court speaks of the trust 
as an “alien trust” but finds that such 
alien trust is not a nonresident. Such 
a finding is predicated on the fact that 
most of the trust corpus is held in the 
United States by a citizen trustee 
who traded in the securities owned by 
the trust. This he did from an office 
in the United States maintained for 
that purpose.** The court approved 
the Board of Tax Appeals reasoning 
that the trust was resident in the 
United States, because there was a 
definite intention to have and keep 
the securities in the United States. In 
addition, all dividends and interest 
were paid to the United States trus- 
tee, who transmitted the funds to the 
English trustees. The citizen-trustee 
also prepared the United States tax 
returns from his New York office. In 
light of these activities, the court 
found that an alien individual, if he 
had done the same, would be a resi- 
dent The trust was therefore 
held to be a resident alien trust. 


alien. 


Whether either the fact that one 
trustee was a United States citizen or 
the fact that the corpus of the trust 
was kept in New York would alone 
have been sufficient to declare the 
trust a resident trust was not decided 
by the court. The court, however, 
emphasized the factors concerning the 
location of the trust property in the 





** 43-1 ustc § 9238, 132 F. 2d 914 (CA-4). 
* Maintaining an office or place of busi- 


ness in the United States under Sec. 211 of 
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United States; and in light of this 
emphasis it would appear that a for- 
eign situs trust to be deemed a “non- 
resident” should have the trust corpus 
located outside the United States. 
Although the court did not place as 
much emphasis on the citizenship of 
the trustee, it would apparently also 
be advisable to have all trustees non- 
residents of the United States. 


In Rev. Rul. 60-181, I. R. B. 1960-19, 
16, the Internal Revenue Service re- 
stated its position on the factors which 
may make a foreign trust a nonresi- 
dent. This ruling involved a trust 
which was established in a foreign 
country by a nonresident alien testator 
for beneficiaries who were also neither 
citizens nor residents of the United 
States. The trust property consisted of 
stocks and bonds of United States cor- 
porations, held by a United States citi- 
zen trustee in the United States. The 
ruling stated that this trust was a resi- 
dent trust because of the fact that the 
trust consisted principally of securi- 
ties of United States corporations, 
held, controlled and traded on United 
States exchanges by a United States 
citizen trustee. 


This ruling modifies I. T. 1885 by 
stating that the status of the trust is 
not controlled solely by the place of 
creation. In this way, the ruling 
agrees with the Jones case in pointing 
out that the factors of the place of the 
location of the res and status of the 
fiduciary will have some control on 
the status of the trust as a resident or 
nonresident. However, the ruling does 
not represent a radical change in posi- 
tion, as Service pronouncements prior 
to Rev. Rul. 60-181 had cast some 
doubt on the great emphasis that 
I. T. 1885 had placed on the location 
of the creation of the trust. The rul- 
ing does seem to reaffirm the need for 


the 1939 act gave an alien the status of a 
resident alien. 
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lreferto . . . the statutory 
prohibition against the Treasury's 
paying more than 4 4 percent 
interest on Treasury bonds which 
are due more than five years 

after issuance. . . . The Treasury, 
under this restriction, continually 
faces . . . [managing] the 
government's $290 billion debt 

in ways that . . . increase the 
upward pressures on prices and 

on the interest rate for . . 
consumer credit.—From the President's 
Message to Congress, May 3, 1960. 


a nonresident fiduciary if a trust is to 
be deemed a foreign situs trust. 


The court in Jones does not discuss 
why the trust—although resident—is 
an alien trust. Whether the trust is 
an alien trust because of the place of 
creation, the residence of the settlor 
or the residence of the beneficiaries 
is not treated by the court. However, 
in light of the other definitions in this 
area, the crucial point of the three 
may be the fact that the trust has to 
be created outside the United States. 
The Muir case *® supports this infer- 
ence, because there the court stated 
that it was dealing with an alien trust 
even though one of the beneficiaries 
was a United States resident. 


Revenue Ruling 55-414 * also sup- 
ports this point of view. The ruling 
involved the taxability of United 
States beneficiaries of a Canadian 
trust. It does not state why the trust 
is a Canadian trust and does not men- 
tion the tax status of the settlor (that 
is, whether the settlor is subject to 
United States tax or not). The rul- 
ing mentions that the trustee is a non- 
resident alien fiduciary, but does not 


spell out what circumstances give 
him that status. 


Revenue Ruling 56-30% likewise 
discusses the taxability of the United 
States beneficiary of a foreign situs 
trust. The ruling does state some of 
the factors which may create a for- 
eign trust. It implies that the trust 
was created in a foreign country and 
definitely states that the fiduciary is 
a nonresident alien. It also implies 
that the trust res is located in Aus- 
tralia due to the fact that the res 
consisted of Australian investments 
in United States securities. These 
factors are coupled with the fact of 
the United States beneficiary. How- 
ever, the ruling does not mention the 
United States tax status of the settlor. 
It does state that the United States 
beneficiary will not be subject to a 
federal income tax on the income 
which the trustees retain and add to 
the corpus of the trust.** The ruling 
thus establishes a Service policy not 
to tax United States beneficiaries on 
the properly accumulated income of a 
foreign situs trust. The ruling also 
sets forth an example explaining the 
operation of the foreign tax credit in 
this area. In this example the Serv- 
ice does not discuss the tax status of 
the settlor but, rather, equates the 
term “foreign situs trust” to a trust 
created in a foreign country. 


The government argued in Ameri- 
can Trust Company v. Smyth ** that the 


trust in that case was a domestic 
trust. Although the court did not 
decide this issue, the case indicates 
what the government believes will 
make a trust with certain foreign con- 
tacts a domestic trust. The trustee 
was a California corporation; the set- 





* Cited at footnote 14. 

* 1955-1 CB 385. 

* 1956-1 CB 646. 

* The trust was a discretionary trust which 
gave the trustees the power to either accu- 
mulate or distribute the income. The ruling 
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states that the beneficiary is entitled to re- 
port “only the amount which equals the 
sum of the payments actually or construc- 
tively made by the trustees . to or for 
his benefit.” 

* 57-2 ustc J 9824, 247 F. 2d 149, (CA-9). 
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tlor was a United States resident; the 
trust created under California 
law; the trust res was held in the 
United States; and the beneficiaries 
were English, residing in England. 
Here again, the principle that the 
residency of the beneficiaries does not 
affect the status of the trust is asserted. 


was 


In the Muir case,** although the 
court does not mention the status of 
the trust, the Commissioner’s argu- 
ment apparently assumes that the 
trust is a foreign situs trust. The 
trust, created in England by an Eng- 
lish testator with English trustees, 
consisted of United States securities 
(apparently held in England) for the 
benefit of two beneficiaries—one a 
resident alien of the United States, 
the other an English citizen, resident 
in England. The court states that the 
trust did not file any United States 
income tax returns, and apparently 
the Commissioner did not object to 
such action. As such, the trust would 
appear to have the status of a foreign 
situs trust. The case involved the 
question on how the trustee could ap- 
portion the income of the trust and 
not the question of the status of the 
trust. 


Compiling the rules established in 
tax cases and pronouncements of the 
government, one is still left with gaps 


in the definition of a foreign situs 
trust for tax purposes. A foreign 
situs trust can apparently have United 
States beneficiaries. It can also ap- 
parently consist of United States se- 
curities and of stocks and securities 
in United States corporations, although 
these securities must be kept outside 
the United States. The trust must be 
created or organized outside the United 
States, and the trustee should prob- 
ably be a nonresident alien. Out- 


* Cited at footnote 14. 

* In the area concerning the settlor’s in- 
tention and the validity of trust, see Boyd v. 
Curran, 166 F. Supp. 193 (DC N. Y., 1958), 
Wilmington Trust Company v. Wilmington 
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side of these rules (and these rules 
may not be “absolutes’”), there is no 
guidance as to what must be done to 
qualify a trust as a foreign situs trust. 
The apparently forgotten man in this 
area is the settlor. If the settlor is a 
United States citizen or resident, will 
that additional United States contact 
be sufficient to allow the United States 
to tax the trust as a domestic trust? 
There are no answers in the tax law 
to this question. A possible answer 
can thus only be gotten from other areas 
of the law. A possible answer may 
come from the realm of the conflicts 
of laws which dictate the choice of 
law in the administration and validity 
of trusts. 


Conflicts of Laws Principles 
in Area of Trusts 


A note of caution must be included 
here. Conflicts rules have developed 
in a manner that allows individuals 
in certain situations to select the law 
which will control their transactions.* 
To extend this rule to situations in- 
volving taxes would be inviting whole- 
sale tax evasion. For example, if such 
a rule were extended to include tax 
situations, a corporation could find a 
“tax haven” country and include in 
the corporate charter that for the pur- 
poses of taxation, the law of that tax 
haven will govern. In this way, even 
under the present Code, the corpora- 
tion would pay no United States tax 
on foreign income. Undoubtedly, the 
conflicts rule of self-determination can- 
not apply in tax cases, However, the 
elimination of this rule does not mean 
that other conflicts rules are without 
value. Rather, the conflicts risles 
which determine the choice of law by 
investigating the number of contacts 
the trust has with a dominant juris- 





Trust Company, 26 Del. Ch. 397, 24 A. 2d 
309 (1942), and Shannon v. Irving Trust 
Company, 275 N. Y. 95, 9 N. E. 2d 792 
(1937). 


TAXES —The Tax Magazine 





diction may appear to give a rational 
ground on which the problem of a 
definition of a foreign trust can be 
approached. But such an approach 
can be useful only in deciding those 
elements of a foreign situs trust which 
are not given a sufficient definition in 
the tax law. 


The question of jurisdiction over 
the trust for the purposes of conflicts 
of laws is not important in this in- 
vestigation. Since it is assumed that 
either the settlor and/or beneficiaries 
are United States citizens, a court can 
easily find jurisdiction over these par- 
ties, and tax the trust income to them 
if it is found that the trust does not 
satisfy the requirements of a foreign 
situs trust. For this reason, under 
the jurisdiction rules there would be 
few foreign situs trusts. On the other 
hand, the rules establishing the valid- 
ity of a trust may be of some impor- 
tance. If the trust can be tied to a 
jurisdiction which determines its va- 
lidity, it can be argued that the trust 
is a trust of that country. 


The Restatement of the Law of 
Conflict of Laws—Second states cer- 
tain rules by which the validity of an 
inter vivos trust of movables is to be 
determined. These rules first state 
that the validity of the trust is to be 
determined by the law of the state 
designated in the trust instrument. 
As seen above, in the area of taxation 
this rule is not appropriate. The Re- 
statement goes on to say that if the 
state of designation is ineffective, the 





* Restatement, Tentative Draft No. 5 
(1959). 

“Section 294. Validity of Trust of Mov- 
ables Created Inter Vivos. 

“The validity of an inter vivos trust of 
interest in movables is determined, unless 
the law of the state in which a chattel or 
document is situated is to the contrary, 

“(a) by the local law of the state desig- 
nated in the trust instrument as that of the 
governing law, provided that this state has 
a substantial connection with the trust, or, 
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validity of the trust is to be deter- 
mined “by the local law of the state 
with which the trust is most closely 
connected.” ** In determining the 
state of the closest connection, the 
comments to the Draft state that 
courts give weight to the following: 


“(1) the place where the settlor in- 
tended that the trust should be ad- 
ministered, 

“(2) the place of business of the 
trustee at that time, 


“(3) the place where the trust assets 
were located at that time, 


“(4) the place where the trust in- 
strument was executed, 


“(5) the domicil of the settlor at the 
time of the creation of the trust, and 

(6) the domicil of the beneficiaries.” 

The most important of these ele- 
ments is the place where the settlor 
intends the trust to be administered 
and the place of business of the trus- 
tee. If these two elements are the 
same, the local law of that state will 
govern the validity of the trust. Out- 
side of these two, the rest of the ele- 
ments are of approximately equal 
importance, except that the domicil 
of the beneficiaries is of compara- 
tively little significance.” 


In an illustration to the comment, 
the Draft poses the case of an mter 
vivos trust established by S, a domi- 
ciliary of state X. B, the trustee, is 
a trust company incorporated and 





“(b) if there is no such designation or it 
is ineffective, by the local law of the state with 
which the trust is most closely connected.” 

* Restatement, Sec. 294, Comment d. The 
comment warns that the validity of the trust 
will be determined by the law of the state 
of the closest connection, in the “absence of 
a strong public policy of the state in which 
a chattel or document is located.” Since 
under the tax law it is desirable that the 
trust res be located in the state in which 
the trust is created, the “public policy” argu- 
ment should have no effect in these cases. 
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doing business in state Y. At the 
time of the creation of the trust, the 
trust res is located in Y. The bene- 
ficiaries, as the settlor, are domiciled 
in X. The comment states that under 
these conditions, “Y is the state with 
which the trust is most closely con- 
nected and hence the state whose 
local law governs the validity of the 
trust.” *§ 


It has been stated that matters con- 
cerning the administration of a trust 
are to be determined in accordance 
with the law of the administering 
state.*° The Restatement agrees with 
this statement, and goes on to explain 
which jurisdiction is the administer- 
ing state. The Restatement estab- 
lishes the same rules for deciding the 
law under which the administration 
of the trust is to be determined as 
those under which the validity of the 
trust is determined, again emphasiz- 
ing the place of the settlor’s intention 
and the place of business of the trus- 
tee, and de-emphasizing the domicil 
of the beneficiaries.*° Although the 
Restatement does not mention taxa- 
tion as one of the problems in the 
administration of a trust, it would 
appear that the law that governs the 
administration would also control the 
taxation of the trust. This is due to 
the contact of the trust to that juris- 
diction. 


Applying Conflicts Principles 
to Taxation of Trusts 


In the usual foreign situs trust 
established for tax purposes, the trust 
has a trustee with a foreign place of 
business (and probably exclusively a 


* Restatement, Sec. 294, Comment d, Illus- 
tration 6. The illustration also includes the 
fact that the settlor intends that the trust 
shall be administered in Y. This factor of 
intention would have slight «significance in 
a tax case. 

* Korb, “The Effect of Multi-State Con- 
tracts in Express Trusts—A Massachusetts 
Approach,” 43 Massachusetts Law Quarterly 
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foreign place of business) at the time 
of the creation of the trust, and the 
trust instrument will be executed in 
that foreign country. Of course, the 
settlor will intend that the trust be 
administered in that foreign country. 
The domicil of the settlor and the 
beneficiaries will usually be in the 
United States. Applying the conflicts 
rules to these facts, the trust would 
be deemed to have its validity and 
administration governed by the law 
of the foreign jurisdiction. This is 
due to the combination of contacts 
with that foreign jurisdiction. As 
explained above, the intention of the 
settlor is of no importance. The Re- 
statement feels that the domicil of 
the beneficiaries is of minor signifi- 
cance. Thus, the choice of law must 
depend upon the choice of law be- 
tween the place of business of the 
trustee, the location of the assets, the 
place of execution and the domicil 
of the settlor. With the only nonforeign 
contact being the domicil of the set- 
tlor, in all probability the trust would 
be deemed a foreign situs trust, at 
least for the purposes of conflicts.* 


When the rules for foreign situs 
trusts under the tax law are combined 
with the conflicts rules, a fairly clear 
definition of a foreign situs trust 
emerges. Under both the tax rules 
and the conflicts rules, a foreign trust 
can have United States beneficiaries. 
The conflicts rules and the tax rules 
also agree that the trust res can con- 
sist of securities of the United States 
Government or corporations located 
in the United States as long as the 
trust res is kept outside the United 


29, 36 (1958), citing Brandeis v. Atkins, 204 
Mass. 471, 476 (1910), and Harvey v. Fidu- 
ciary Trust Company, 279 Mass. 457, 464 
(1938). 

“ Restatement, Sec. 297 and comments. 

“This conclusion is supported by Ex- 
ample (6), comment to Section 294, cited in 
footnote 38. 
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States and is outside the United States 
at the time of the creation of the trust. 
At the time of the creation of the trust, 
the trust res can consist of cash to be 
invested in the United States. By the 
use of cash, the settlor will avoid the 
271% per cent tax imposed under Sec- 
tion 1491.47 Both sets of rules agree 
that the trust must be created outside 
the United States in order to have a 
foreign situs trust. Finally, the tax 
law and the conflicts rules would ap- 
pear to agree on the necessity of a 
foreign trustee. The conflicts rules 
emphasize this point, and, notwith- 
standing contrary revenue rulings, the 
Jones decision points up the necessity 
in the tax area. 


Comparing the tax law and the con- 
flicts rules, the tax law is silent as to 
the effect of the settlor’s domicil and 
the place of the creation of the trust. 
To be on the safe side, it is assumed 
that the trust will be created in a for- 
eign country. The creation of the 


trust in the foreign country would not 


appear to create a substantial burden 
on the settlor. Additionally, creation 
in the foreign country would appear 
to be a mere formality, but such for- 
eign creation evidences an intention 
to establish a foreign situs trust. 


The factor of the settlor’s domicil, 
as stated above, has been the forgot- 
ten element as far as the tax rules 
are concerned. This lack of emphasis 
is unwarranted, as this may be the 
essential element by which the tax 
law may be extended to reach these 
trusts. It is difficult, therefore, to 
understand why the Internal Revenue 
Service has paid such slight attention 


“If the settlor desires to use part of his 
own investments as the corpus of the trust, 
he will have to make a determination of 
whether it is more desirable to pay the sec- 
tion 1491 tax or sell the stock, pay the 
capital gains tax and broker’s commission, 
transfer the cash, and repurchase either the 
same stock or other stock. The tax imposed 
by section 1491 is a tax on the excess of 
the value of the stock or securities over the 
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to this factor. On the other hand, 
the conflicts rules have pointed up the 
importance of the factor of the domi- 
cil of the settlor. The factor of the 
domicil of the settlor is as important 
as the elements of the location of the 
trust’s assets and the place of execu- 
tion of the trust instrument. It would 
appear, though, that if these other 
two elements are satisfied in a foreign 
country, combined with the fact that 
the trustee is a nonresident alien not 
engaged in business in the United 
States, the trust will have sufficient 
foreign contacts to be deemed a for- 
eign situs trust for both the conflicts 
rules and the tax law. 


Conclusion 


The problems of the taxability of 
the beneficiaries and settlor have not 
been discussed herein. These are es- 
sentially problems in the area of trust 
law.** However, one principle of trust 
law must be cited as overriding the 
principles of nonresident alien taxa- 
tion: the Clifford rules, and particu- 
larly Section 671, which includes in 
the settlor’s income in certain instances 
portions of the income of the trust. 
Thus, if a trust would normally be 
taxable in the United States without 
any exemptions but, due to the rules 
of Section 671, the settlor, a nonresi- 
dent alien not engaged in a trade or 
business with the United States, is 
taxable on the income, the settlor will 
not be taxed on any interest on de- 
posits which the trust may have in 
United States banks because of the 
rules contained in Section 871. On 
the other hand, if the beneficiaries are 


adjusted basis (for determining gain) in the 
hands of the transferor. 

*See, for instance, the Senate Finance 
Committee amendments to the Trust and 
Partnership Income Tax Revision Bill of 
1960 (H. R. 9662), where the Finance Com- 
mittee adopted an amendment applying the 
five-year “throwback” rule to foreign trusts 
created outside the country by United States 
citizens or residents. 
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nonresident aliens, apparently the 
conduit principle does not apply and 
the beneficiaries will not receive the 
benefit of the tax exemption on in- 
terest on bank deposits.** 


Although there has not been an 
explicit definition of a foreign situs 
trust, there are certain attributes which 
a trust must have before it will be 
deemed a foreign situs trust. A for- 
eign situs trust must have a foreign 
trustee in possession of the trust as- 
sets in a foreign jurisdiction. The 
trust instrument should be executed 
in that foreign jurisdiction. The ben- 
eficiaries can be United States citi- 
zens or residents. The settlor can 
also be a United States citizen.. When 
these attributes are combined, a trust 
will probably be deemed a foreign 
situs trust. 


TAX EXEMPTION AS INCENTIVE 


It would also appear that any change 
in the law as to the taxation of these 
trusts, as distinct from the definition 
of such trusts, would have to come 
from Congress and not the Treasury 
Department, for: under the present 
vague statutory rules a foreign situs 
trust has all the tax advantages given 
to a nonresident alien not engaged in 
business in the United States. Due 
to the tax advantages given to non- 
resident aliens, a foreign situs trust 
can serve some useful purposes in the 
tax planning of United States citizens 
who desire to minimize taxes. The 
route to be followed in the establish- 
ment of such trust must be carefully 
followed, and it is hoped that this 
article has pointed out some of the 
obstacles and possible solutions along 
that route. [The End] 


The practice of using tax exemption as an incentive to 
settle in a certain territory is not of recent origin in the United 
States. Certain states, and even localities, offer tax exemption 
of varying periods of duration to business organizations which 
set up their operations in the state or locality. From 1800 to 
1820, the United States Government was charging settlers $2 
an acre for its land, one fourth payable in cash and the balance 
over four years. Mexico employed an “empresario system” to 
colonize the Mexican state of Texas. The empresario was the 
colonizer who brought colonists in. Texas land under this sys- 
tem was much less in cost than land offered in the United 
States ; and, in addition, the settler was exempt from ordinary 
forms of taxation of from six to ten years. The United States 
Congress later reduced the price of its land to $1.25 an acre; 
but the population of Texas, exclusive of the Indians, increased 
from 4,000 in 1820 to 10,000 in 1827, and continued to grow at 
a rapid rate for those times.—From Vernon B, Hill, “Spanish 
and Mexican Land Grants Between the Nueces and Rio 
Grande,” South Texas Law Journal, Winter, 1960. 


“Rev. Rul. 59-245, I. R. B. 1959-30, 14, 
CCH Sranparp Feperat TAx Reports (1959 
Ed.), Vol. 6, { 6585. This ruling deals with 
a trust having a United States trust com- 
pany as trustee and having at least part of 
the trust assets located in the United States. 
Although the ruling does not explicitly state 
that the trust is a United States trust, the 
ruling proceeds on that assumption. In this 
context it is important to note that one of 
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the settlors, who was also the beneficiary, 
was a nonresident alien individual not en- 
gaged in business in the United States. Even 
with this fact, the trust is treated as a resi- 
dent trust. This may give some indication 
that the domicil of the settlor will not be a 
controlling factor. However, the beneficiary 
was not the only settlor in this case, and 
the other settlors may have been United 
States citizens. 
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What Taxes a New Company 
in Germany Pays 


By RUDOLF J. NIEHUS 


This article discusses the two principal forms of doing business in 
Germany, the taxes and fees which are incurred, and the problems 
which go with increase or decrease in capital. The author is 

a graduate of Cologne University. He is associated with the Dusseldorf 
accounting firm of Dr. Wollert-Dr. Elmendorff. 


ITH THE COMING of the Common European Market, which 

will bring new prosperity to an area of 160 million people, many 
a United States firm is making plans to establish a company in the 
new region in order to be on the inside of the tariff walls, which—at 
least for a number of years to come—might be, or in fact already have 
been, set up against outside countries. Quite a number of well-known 
United States firms have decided to form subsidiary companies in Germany. 
Others may follow. 


One of the biggest factors to be considered before setting up busi- 
ness in any country is the incidence of taxes. This paper will attempt 
to outline the taxes that will become payable upon the formation of a 
company in Germany. 


Types of Companies Available 


Leaving aside the possibility that a foreign investor may decide 
to set up a branch house, which for all legal purposes would then 
represent a division of the parent company, there are two principal 
forms of legal entities available in Germany for the formation of a 
foreign subsidiary: (1) A. G—Aktiengesellschaft and (2) G. m. b. H.— 
Gesellschaft mit beschrainkter Haftung (no-par value shares unknown in 
Germany). 

For the purpose of this review it will not be necessary to dwell 
in detail upon the advantages and disadvantages—both from a legal 
point of view and a strictly business one—of the two forms, because 
as far as incorporation taxes are concerned, both forms are treated alike. 


Incorporation Tax (Kapitalverkehrstever) 


A tax of 2.5 per cent must be paid on the share capital of a com- 
pany to be registered in Germany. “Share capital” can mean capital 
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contributed in cash or in kind, that is, 
securities, machinery, patents, land 
and buildings. The law rules that the 
tax shall be levied from the “value” 
(Gegenwert)which must be attributed 
to the assets put up in payment for 
the shares. |As far as cash is con- 
cerned, it goes without saying that 
incorporation tax is levied on the 
nominal value of the cash. But re- 
garding the other assets, the calcula- 
tion might not be as easy, because the 
tax authorities have to leave out of 
consideration the number and nominal 
amount of shares which are issued in 
consideration for those assets, but 
have to try to determine the present 
value of these assets. This may be 
relatively easy in the case of all goods 
that have a market quotation, As 
happens not infrequently, a United 
States investor decides to set up a 
business with a German partner. The 
capital of the company shall be, say, 
20,000 Deutsche Mark (DM). While 
the German partner contributes the 
working capital, the United States 
corporation pays for the shares taken 
over by making available to the Ger- 
man corporation patents, trade-marks, 
know-how, or other intangible assets. 
In this case, the capital transaction 
tax is not based on the shares which 
may be DM 20,000 in the aggregate, 
but on the present value, that is, DM 
30,000, although only the lower value 
for some reason or other is reflected 
on the books of the company. 


If payment for shares is made in 
securities, the determination is again 
comparatively easy, as long as these 
securities have a market quotation or 
as long as there is a comparable com- 
pany, the shares of which are quoted 
at the stock exchange and, therefore, 


may be used as a simile. Also, re- 
garding machinery, the present value 
may be easily substantiated by ven- 
dors’ invoices, catalogues, cost rec- 
ords (in case of self-constructed ma- 
chines), etc. 
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Appraiser’s Opinion 

It has been the writer’s experience 
that it might be difficult to convince 
the German authorities that in case 
of patents (whether registered or not) 
or trade-marks, know-how, etc., the 
present value of these intangibles 
does not exceed the aggregate par 
value of the shares taken over by the 
shareholders. For instance, an Amer- 
ican firm may contribute a number of 
valuable patents as payment at an 
agreed-upon 1 million DM for the 
shares. In fact, these patents may 
represent the result of research work 
conducted by the American investor 
over the past 20 years and on which 
he may have spent $20 million. In 
such a case, the German tax authori- 
ties may argue that the value of these 
patents, if not $20 million, definitely 
is more than DM 1 million. It would 
then be up to the prospective share- 
holders to convince the authorities of 
the reasonableness of the value the 
parties to the agreement have placed 
on the patents under conditions pre- 
vailing in Germany. In substantiation 
of this claim it might well be advis- 
able to submit an expert’s opinion 
(prepared by a scientist prominent in 
that particular field) on the present 
value of the patents or to point out 
that heavy competition has caused a 
decline in their usefulness or that new 
inventions or changes in design or 
taste will have their bearing on these 
patents. 


In this connection it must be pointed 
out that the parties to the incorpora- 
tion agreement cannot leave the de- 
termination of the value of shares to 
a later date because, first of all, the 
German legal system does not recog- 
nize no-par value shares, which means 
that not only the number, but also the 
nominal value, of shares must be 
clearly defined in the agreement; and, 
second, the new company will be reg- 
istered in the official register of com- 
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panies (Handelsregister) only after the 
tax office concerned has informed the 
local court, which keeps the afore- 
mentioned register, that the incorpo- 
ration tax has been paid ( tax clearance, 
Unbedenklichkeitsbescheinigung). Only 
then does the company enter into its 
legal life. 


Incorporation Tax 
on Substitute Capital 


The above ruling, under which a 
2.5 per cent capital transaction tax is 
due on the share capital of a com- 
pany, might induce the incorporators 
to fix the corporate capital as low as 
possible and to finance the company 
through loans. Apparently, too many 
have tried to get through this loop- 
hole, because the German tax author- 
ities saw to it some time ago that the 
legislature worked an amendment into 
the law. to the effect that, in addition 
to the stated capital, “loans extended 
by affiliated companies are subject to 
incorporation tax provided these loans 
must be considered as a substitute for 
otherwise necessary capital.” 


This term of “substitute capital” — 
even the German tax authorities 
eventually have got to admit it—-really 
is a rubber clause which lends itseli 
to all kinds of interpretation. What 
is substitute capital? When is capital 
necessary under normal conditions: 


Much has been written in profes- 
sional literature about this provision, 
various theories developed in support 
of it, and its practical application by 
the tax authorities. But nothing much 
has been achieved to bring certainty 
into this rather loose provision. As 
far as one can see, the German Su- 
preme Tax Court only once has had 
occasion to hand down a decision on 
the practical application of this clause 
by the tax authorities, and that was 
before the war. According to this 
decision, additional loans extended by 
the parent or by closely associated 
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companies cannot be considered a sub- 
stitute of capital proper if the stated 
capital originally has been sufficient 
to finance the firm’s fixed assets and 
one third of its current assets. If this 
rule of financing was followed, then 
the company was soundly financed 
(that is, no substitute capital is re- 
quired) and there was no room for 
the substitute rule. 


The tax officials have not been slow 
in applying this rule to all cases— 
more or less arbitrarily, as one might 
say—where the financing of the com- 
pany through shareholders’ loans was 
substantial. Since the war, new doubts 
have arisen regarding the genuine- 
ness of this clause. The two-thirds 
rule had been developed before the 
war. Do the same propositions hold 
today? What is even more important 
—what, actually, is capital? Is it only 
the corporate capital, or also earned 
surplus, or appropriated surplus only? 
It would be going beyond the scope 
of this article to discuss in detail the 
arguments brought forth after the 
war for the refutation of the “fixed 
assets and one-third current assets” 
rule. It may merely be stated that 
recently a circuit tax court (Finanz- 
gericht) has ruled that the above- 
described provision of the law is, 
unconstitutional on the grounds that 
it is not concise and clear enough to 
allow a taxpayer to actually deter- 
mine the tax, as it gives too much 
ground to an interpretation by the tax 
authorities. The circuit court threw 
out this case, and directly appealed 
to the supreme constitutional court 
for a decision. The case is still pend- 
ing, and it can only be hoped that a 
ruling will be obtained in the near 
future. 


Other Cases 


There are, however, certain other 
cases upon which incorporation tax 
may become due—either incident to 
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the formation of a company or at a 
later date. 


All payments on part of the share- 
holders to the company which are apt 
to increase the value of the shares are 
also subject to a 2.5 per cent tax. This 
is of particular importance because 
not infrequently after the first year 
or so it found that the company has 
been operating at a loss and, there- 
fore, may need additional funds to 
keep it going. Any funds the share- 
holders may grant the German com- 
pany “ad fonds perdu” will also be 
subject to a 2.5 per cent capital trans- 
action tax. The same holds true as 
to a forgiveness granted by the share- 
holders in respect of loans previously 
made to the German company or in- 
terest on outstanding debts. The ex- 
tension of loans would also fall under 
this clause. 


Similarly, it might be necessary for 
the new company to contract a bank 
loan, but in view of the precarious 
profit position a bank might not be 
willing to extend such a loan unless 
it is guaranteed by the parent com- 
pany. In this case, the guaranteed 
loan is considered substitute capital 
extended on behalf of the parent com- 
pany and, at least under the old “fixed 
assets and one-third current assets” 
rule, would be subject to a 2.5 per 
cent incorporation tax. 


Not infrequently it happens that a 
foreign shareholder instructs his Ger- 
man subsidiary to ship goods manu- 
factured by that company abroad for 
a sales price that does not cover the 
costs, with the foreign shareholder 
refunding the German company the 
difference. It has been held by the 
courts that also this difference is sub- 
ject to a 2.5 per cent capital transac- 
tion tax. 


Increase of Capital 


It is apparent from the foregoing 
that every subsequent increase in 
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capital is also subject to this tax. 
However, if the additional capital is 
obtained simply by posting the amount 
from the parent-company liability ac- 
count to the capital account, there is 
no room for a capital tax provided 
that this loan has already been sub- 
ject to capital transaction tax under 
the “substitute rule.” 


This very often is the case because, 
as noted above, investors are prone to 
organize their foreign company with 
as little liability capital as possible, 
the necessary funds being obtained 
through loans, which subsequently 
also, from a legal point of view, take 
on the form of capital. 


Decrease of Capital 


The German G. m. b. H. law makes 
it mandatory for the manager to file 
a petition of bankruptcy as soon as it 
becomes apparent, from a_ balance 
sheet, that the loss exceeds the com- 
pany’s net assets. In case the man- 
ager does not observe this rule, he 
becomes personally liable for any 
damage the creditors of the company 
may suffer on account of the deplor- 
able state of the company’s affairs. 
Furthermore, the manager, if he was 
grossly negligent, may have violated 
certain provisions of the German penal 
code. 


In order to avoid these rather sin- 
ister consequences, shareholders in 
such a case usually decide to forgive 
a loan they may have granted the 
company or decide to increase the 
capital—in other words, put in new 
money—and to apply the loan or the 
new capital against the loss. This 
transaction regularly serves to strength- 
en the shareholdings, as it increases 
the value of the share. Therefore, it is 
subject to capital transaction tax, but 
the government—allowing the fact that 
these funds are immediately wiped 
out in that they are set off by the loss 


(Continued on page 560) 
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MORE ON 


Worthless Securities and 


the Technical Amendments Act 
By LAURENCE GOLDFEIN 


In 1958 Congress passed legislation to make capital and credit more 
readily available for small business. Later the Technical Amendments Act 
introduced new concepts of loss treatment for worthless securities. 

Last month in TAXES, Mr. Goldfein discussed two relatively new 

Code sections, 1242 and 1244. In this follow-up article, the author 
discusses the proposed regulations concerning 

Section 1244 stock. He is a member of the New York bar. 


LL LOSSES due to the sale, exchange or worthlessness of stock 

of small business corporations, as defined in 1954 Code Section 
1244, are to be treated as ordinary losses. Although not as yet 
finalized, the Internal Revenue Service has issued proposed regula- 
tions concerning Section 1244 stock. These regulations clear up cer- 
tain ambiguities contained in the section. 


In order to obtain the ordinary loss treatment accorded to owners 
of qualified Section 1244 stock, more than 50 per cent of the “gross 
receipts” of the corporation, for its five most recent taxable years or 
a lesser period if the corporation was in existence for less than five 
years, must have been derived from sources other than royalties, rents, 
dividends, interest, annuities, and sales or exchanges of stock or 
securities. The proposed regulations clearly state that “gross receipts” 
is not synonymous with “gross income.” Rather, the term means the 
total amount received or accrued under the method of accounting used 
by the corporation in computing taxable income. 


Section 1244 does not indicate if stock, in order to qualify, must 
be issued during the period of the plan to offer such stock. However, 
the proposed regulations state specifically that the stock must be 
issued during such period. Further, only common stock, voting or 
nonvoting, in a domestic corporation may qualify. Neither securities 
convertible into common stock nor common stock convertible into 
other securities shall be treated as common stock. 


As anticipated, the proposed regulations have deemed stock divi- 
dends received solely with respect to stock which meets the require- 
ments of Section 1244 stock, determinable at the time of the 
distribution, as dividends meeting Section 1244 requirements. How- 
ever, if such stock dividend is received partly with respect to stock 
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meeting the requirements of Section 
1244 stock and partly with respect to 
stock not meeting such requirements, 
then only part of the stock received as 
a stock dividend will be treated as 
meeting such requirements. 


The proposed regulations state that 
the stock must be issued pursuant to 
a “written” plan which plan must 
state that the stock will be offered for 
a specific period (ending not later 
than two years after the date the plan 
is adopted). The plan must also state, 
in terms of dollars, the maximum 
amount to be received by the corpo- 
ration in consideration for the stock 


to be issued pursuant thereto. The 
attorney who organizes a new cor- 
poration should be careful to specifi- 
cally use the word “plan” and, to be 
entirely safe, to designate it as a 
“plan to issue Section 1244 stock.” 
This will avoid any future contention 
by the Internal Revenue Service that 
the corporation did not intend to issue 


1244 stock. 


The proposed regulations also set 
out in detail the records which both 
the corporation and the stockholder 
should maintain in order to insure 
ordinary loss treatment. [The End] 


FROM THE THOUGHTFUL TAX MAN—Continued from page 503 


sume in the case of a common disaster, 
where the order of death cannot be 
established by proof, that the bene- 
ficiary did not survive, in the absence 
of contractual provision to the con- 
trary. 

(7) Failure in transferring owner- 
ship of life insurance to remove all of 
the incidents of ownership possessed 
by the insured: For example, elimi- 
nating a possible provision that the 
beneficiary may be changed only with 
the consent of the insured. This 
would appear to be a right exercisable 
in conjunction with another person 
and is nevertheless an incident of 
ownership under the regulations. 

(8) Failure to make a provision in 
the will of the transferee-owner of life 
insurance for disposition of the poli- 
cies, where the husband-insured sur- 
vives the owner (perhaps his wife) 
and thereafter at some later time re- 
fuses to pay the premiums: Assume 
that the wife-owner makes no pro- 
vision, either testamentary or other- 
wise, for a fund to pay the premiums. 
Under present law, the payment of 
premiums by the insured does not of 
itself make the proceeds taxable in 


548 


July, 1960 @ 


his estate upon his death. Perhaps 
the law may be changed so that pay- 
ment of premiums may result in the 
proceeds being taxable in his estate in 
whole or in part. He may become 
incompetent or may no longer be in- 
terested in benefiting the secondary 
beneficiaries. His financial circum- 
stances may change so that he can no 
longer meet the premiums. What do 
the executors do with the policies if 
the will does not give instructions? 
Shall they borrow upon them to meet 
the premiums, rely upon automatic 
premium loan _ clauses, surrender 
them for cash, or turn them over by 
way of assignment to the secondary 
beneficiaries? If they are surrendered 
for cash, to whom should the pro- 
ceeds be payable? Without proper 
instructions in the will, the executors 
of the owner may be forced to apply 
to the court for instructions. The dis- 
position of the problem by the court 
may not be satisfactory, and the con- 
struction proceeding is an unnecessary 
expense. ' 


(9) Failure to provide for distribu- 
tion in kind at estate tax values by 
the executors: Oftentimes a larg« 
amount is bequeathed to the wife out 


TAXES —The Tax Magazine 





Someone recently commented that 

the biggest job we have in Congress 

is getting money from the taxpayers 
without disturbing the voters. 

Truer words could not be spoken. 

. . . Since so many, many voters 

are car owners, they would be shocked 
to know the [10 per cent excise] 

tax tab they are . . . picking up.— 
Representative Charles E. Chamberlain. 


right or in trust for her, in lieu of a 
fractional share of the residue. The 
bequest may be for the maximum 
marital deduction available or it may 
be a specified sum. When distribu- 
tion is made and securities are trans- 
ferred by the executor to the widow 
or to the marital deduction trust, they 
are charged to the transferee at the 
then market value under both income 
tax law and estate accounting procedure. 
Thus, taxable capital gains and losses 
result. The will might well provide 
that upon distribution in kind the 
executors are to be credited, and the 
beneficiary charged, with the values 
of the securities as determined in the 
federal estate tax proceeding. If 
such a provision is inserted, there 
would be no capital gains taxes to be 
paid as a result of the transfer. Any 
and all capital gain in that case is 
postponed until the securities are sold; 
if they are not sold, then when the 
widow dies, higher market values are 
reflected in the appraisal of her gross 
estate. The deferment of capital gains 
taxes which might be substantial can 
result in income being earned there- 
on, and that income can be sizable if 
the deferment is over a long period 
of time. 


There is a situation that would also 
justify the use of this provision to 
transfer securities at estate tax values 
—namely, where a widow is restricted 
merely to the marital deduction gift, 
receives no benefits from the trust of 
the residuary estate, and the gift is an 
“amount” rather than a fractional 
share. If there has been a substantial 
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appreciation in the value of stocks and 
transfer-at-death value is not pro- 
vided for, the securities are charged 
to her at the market value. If she 
gets a cross-section of the securities 
held by the estate, with the absence 
of such a clause she will receive a 
lesser number of shares of each stock 
than if the distribution had been at 
estate tax values. While such treat- 
ment may result in an advantage in 
her having a smaller taxable estate 
when she dies, what she receives from 
the marital deduction gift may not 
reach expectations of the testator. 
She might well find herself with in- 
adequate provision. That situation 
would, of course, be immaterial if she 
were entitled to get support from the 
trust or the residuary trust, when the 
marital deduction trust is exhausted. 


If there has been a decline in value 
between the date of death and the 
date of distribution, she obtains a 
larger number of shares, and perhaps 
if there is subsequent appreciation, 
she dies leaving an estate subject to 
high tax, to the detriment of the fam- 
ily. However, it is usually deemed 
more important to insure the ade- 
quate maintenance of the widow than 
to worry about her estate tax. 


(10) Failure to give sufficient care- 
ful thought to the choice of qualified 


executors and trustees: There are 
many instances where family mem- 
bers, such as children, are chosen, al- 
though such choice is not in the best 
interest of the estate. Perhaps they 
lack adequate business experience or 
judgment. As remaindermen or as 
spouses of remaindermen or as par- 
ents of remaindermen, can they be 
expected to act completely disinter- 
estedly and to treat the widow fairly 
in determining whether to invade the 
principal of the trust or trusts for her 
benefit? Will they be apt to be un- 
duly soft to the widow and pay her 
unnecessarily large amounts of prin- 
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cipal upon her request? Are there 
sufficient successors named, in order 
of preference, to fill vacancies as they 
occur? Do the named alternative 
successors have a sufficient life ex- 
pectancy to survive the termination 
of trusts for younger children? Per- 
haps selection of a corporate fiduciary 
or designation as cofiduciary of the 
business accountant or the family 
attorney will meet the needs of the 
particular case. 


(11) Failure to sufficiently empha- 
size to the client the paramount needs 
of the widow: Undue anxiety of the 
client to protect the children may re- 
sult in the residuary trust’s being 
made solely for their benefit. As pre- 
viously pointed out, the widow may 
need support from the residuary if the 
marital deduction fund is exhausted. 


(12) Insufficient protection for 
younger persons—children or grand- 
children—who are named as contin- 
gent beneficiaries of life insurance or 
of testamentary trusts: The burdens 
of guardianship ordinarily should be 
avoided by the creation of trusts for 
persons who are minors. The guar- 
dian will probably be obliged to fur- 
nish a bond and file annual reports 
and will be under the necessity of 
making a separate application to the 
surrogate’s court for each withdrawal 
of funds. The surrogate hearing the 
application may be unduly restrictive 
and conservative. Many younger per- 
sons are not prepared at age 21, when 
a guardianship terminates, to receive 
large sums of money. Trusts termi- 
nating at age 25 or 30 should be con- 
sidered with liberal provisions for 
education and support and, in some 
cases, for accumulations of income 
until a specified age or the termina- 
tion of the trust. 


(13) Failure to provide liquid assets 
for meeting estate taxes and debts 
and expenses of administration is too 
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broad a subject to be covered here. 
There is, however, one phase of this 
subject that should be mentioned— 
the necessity of considering very care- 
fully the consequence of making unduly 
large gifts of corporate stock of a 
close family corporation to family 
members, in relation to the problem 
of corporate redemption out of sur- 
plus of the decedent’s stock to meet 
death taxes and administration ex- 
penses, pursuant to Section 303 of the 
Internal Revenue Code. The danger 
of such a corporate redemption of 
stock of the decedent from surplus 
being taxed to the estate as the equiv- 
alent of a dividend requires that the 
size of such gifts be studied carefully. 


(14) Failure to consider the advan- 
tage of outright bequests to the widow 
or children to gain income tax advan- 
tage for them during the period of 
administration of the estate: Under 
the conduit theory of income taxation 
of estates and trusts established by 
the 1954 Code, estate income paid 
over to a beneficiary and any invasion 
of the principal of the estate paid to 
an income beneficiary in the discre- 
tion of the fiduciary during the ad- 
ministration of the estate become 
taxable income to the beneficiary, 
within the limitation of the distrib- 
utable net income of the estate. The 
opportunity authorized by Section 
663(a)(1) of the Internal Revenue 
Code—to make a specific gift by will 
of securities or of cash payable in not 
more than three instalments, free from 
being taxed as distributable net in- 
come, thereby permitting the income 
of the estate to be taxed to the exec- 
utor at substantially lower rates than 
the beneficiary would pay—is often 
overlooked. 


The foregoing summary is far from 
a complete compilation of common 
defects of estate planning, but it does 
include many of the more important 


phases of this subject. [The End} 
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STATE TAX NEWS 


HE STATE OF OREGON says that strike benefits paid by a 

union are taxable to the recipient where no contribution is made 
by him other than normal union dues. The date of this ruling from 
the income tax division is April 8, and the Supreme Court of the 
United States ruled on June 13 in the Kohler decision that strike benefits 
paid by the UAW were gifts to a recipient—meaning that they were 
not taxable under federal income tax law. One wonders what other states 
which levy personal income taxes will do as a result of the Supreme 
Court’s outspoken ruling. 

In California, the operation of coin machines constitutes an illegal 
gambling activity. The California State Board of Equalization ruled 
that the machines’ owner could not take a deduction for operational 
expenses from the entire receipts from the coin machines, and the 
United States Supreme Court-upheld the state board (Appeal of Arnerich). 


In Illinois, the state supreme court had ruled that contractual 
changes—designed to make an Illinois manufacturers’ representative 
the agent of its out-of-state suppliers—were not effective to permit the 
resident seller to skip the sales tax on its Illinois sales. The Illinois 
court says these contract changes created a fiction for the purpose of 
tax avoidance. You cannot convert a local activity into an interstate 
activity this way, and the United States Supreme Court denied cer- 
tiorari. When the State of Illinois collected sufficient funds from its 
additional cigarette tax to pay the Korean bonus, it reduced the tax. 
This occurred on June 8. 


Early in June, the mayor of Detroit vetoed an ordinance imposing 
a specific excise tax on income. Undaunted, the city council is draft- 
ing a new ordinance. It will be a city income tax, effective January 1, 
1961, and will not be offered as an emergency measure. It takes a 
special act of Congress, however, to permit withholding of the federal 
income tax from the compensation of federal employees residing with- 
in the taxing city. Such an act is H. R. 3151—defining city as one 
which is incorporated and has a population of 50,000 or more individuals. 


In Colorado, they are securing signatures to a petition for an 
amendment to the Colorado Constitution, which would authorize cities 
and towns to levy a 2 per cent tax on retail sales of tangible personal 
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property. The state already has a 
sales tax. A situation like this de- 
veloped some years ago in Ohio, and 
there the cities were denied the right 
to levy a sales tax because the state 
had invaded that field. Needy cities 
turned to a city income tax. The 
solution in California permits cities 
to levy a sales tax. The collection, 
however, is done by the state which 
rebates the cities their aliquot part 
of the amount collected. 


Georgia will use the bracket system 
in the collection of its new 3 per cent 
sales and use tax: 


Less than 1l1¢... 
li¢g to 35¢ 

36¢ to 65¢ 2¢ tax 
66¢ to $1... . 3¢ tax 


The retail dealer must remit to the 
state 3 per cent of his gross sales. 
This means net taxable sales less the 
collection discount allowed, or a total 
amount collected under the bracket 
system less the collection discount— 
whichever is greater. This means the 
retailer must compute gross sales 
both ways. 


no tax 
1¢ tax 


What Does 
Cash-Surrender Value Mean? 


The Supreme Court of the State of 
Washington recently decided an in- 
teresting case involving the definition 
of “cash-surrender value” under the 
inheritance tax exemption. A policy 
holder died testate at the age of 62. 
His total insurance was less than the 
$40,000 exemption, but, at the time 
he died, the cash-surrender value of his 
policies was greater than their face 
value. The state contended that the 
cash-surrender value of an insurance 
policy is an asset of the insured. Its 
payment is not contingent upon the 
insured’s death; therefore, it does not 
constitute insurance. 


Since: the cash-surrender value of 
the decedent’s policies exceeded their 
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face value, the state argued that no 
part of the proceeds was “insurance 
receivable” within the meaning of the 
state statute. The court held, how- 
ever, that it was the intention of the 
legislature that the $40,000 exemption 
be applied to the total proceeds of an 
insurance policy, without distinction 
as to the character of such proceeds. 
The court said, “in essence, the appel- 
lant is arguing that the phrase ‘total 
amount of insurance receivable’ does 
not mean the total proceeds receivable 
under a contract of insurance, but 
only the difference between the cash- 
surrender value and the total amount 
of the proceeds payable to a bene- 
ficiary.” That is the case of Jn the 
Matter of the Estate of Louis D. 
Bracken, Deceased. CCH INHERITANCE 
Tax Reports { 19,104 (Washington). 


How to Compute a Future Interest 


An interesting thing in Pennsyl- 
vania—in 1958, the commonwealth 
reversed its position and from that 
date on maintained that the federal 
estate tax previously paid must be 
added to the value of the future in- 
terest at the time of accrual in pos- 
session in determining the then value 
of the remainder interest. The tes- 
tator’s trust provided that when a 
certain beneficiary attained the age of 
50, he was to receive one third of the 
principal of the trust. In 1957, the 
testator’s estate had paid a federal 
estate tax of $239,048.96; so when it 
came to computing the Pennsylvania 
transfer inheritance tax, the common- 
wealth added the federal estate tax 
paid out of the principal of the trust 
in order to appraise the remainder- 
man’s interest. It then figured the 
distributable portion and assessed the 
inheritance tax on the basis of such 
computation. 


This administrative change in the 
method of computing the value of a 
remainder interest reversed a 40-year 
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practice of the commonwealth. It 
told the court that its prior method 
of computation had been wrong all 
this time. The court held that, while 
the commonwealth was not estopped 
from correcting an erroneous practice, 
the legislature is presumed to know 
the interpretation which an adminis- 
trative department puts upon a law. 
The Pennsylvania Legislature has con- 
tinued this act in force without an 
amendment, and therefore the ori- 
ginal interpretation must be considered 
as having accurately carried out the 
legislative intent. The commonwealth 
could not accomplish by court de- 
cision what may be accomplished by 
changing the law. Estate of Jacob 
L. Oberdorfer, Deceased. CCH In- 
HERITANCE TAX Reports f 19,101 
(Pennsylvania). 


Don't Stop Those Refunds! 


New York’s electronic equipment 
and its personnel are loaded to ca- 
pacity processing income tax refunds, 
and that is the reason the due date 
for the second installment payment of 
1960 estimated tax has been extended 
from June 15 to July 1. Governor 
Rockefeller says that if the present 
levels of state income continue, a 10 
per cent retroactive abatement of the 
1960 personal income tax may be pos- 
sible. The governor promises to 
recommend such tax relief in 1961 if 
the state’s improved fiscal outlook 
continues. This may not be signifi- 
cant, but the governor’s statement 
follows a statement issued by 46 
candidates for election to the state 
senate, all of whom promise a tax cut 
effective for 1960 incomes. 


WASHINGTON TAX TALK—Continued from page 501 


Logomachical battle of cross-refer- 
ences.—The self-employed individuals’ 
retirement bill was reported to the 
Senate on June 17 in a not-too-easily- 
recognized form. Changes have been 
made which require the self-employed 
individual to set up a retirement plan 
for his employees as well. The retire- 
ment funds would have to be banked 
with a trustee, invested in annuities 
with an insurance company or in- 
vested in a new series of United States 
bonds. The annual deductible con- 
tribution would be 10 per cent of 
earned income or $2,500, whichever is 
less. This is the way earned income 
is defined : 


‘ 


*... (A) the net earnings from self- 
employment (as defined in section 
1402(a)) to the extent that such net 
earnings constitute earned income (as 
defined in section 911(b) but deter- 
mined with the application of para- 
graph (6) of this subsection), but 
such net earnings shall be determined— 


Washington Tax Talk 


“(i) without regard to paragraphs 
(4) and (5) of section 1402(c), 

“(ii) in the case of any individual 
who is treated as an employee under 
sections 3121(d)(3)(A), (C), or (D), 
without regard to paragraph (2) of 
section 1402(c), and 


“(iii) without regard to items which 
are not included in gross income for 
purposes of this chapter, and the de- 
ductions properly allocable to or 
chargeable against such items; and 


“(B) in the case of an individual 
who is an employee without regard to 
paragraph (1), the compensation re- 
ceived from the employer. 

“For purposes of subparagraph (A), 
sections 911(b) and 1402, as in effect 
for a taxable year ending on Decem- 
ber 31, 1960, and paragraph (6) of 
this subsection, as in effect for a 
taxable year beginning on January 1, 
1961, shall be treated as having been 
in effect for all taxable years ending 
before such date.” 
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Bills to be considered in 1961.— 
Supporters of major tax bills which 
didn’t get through Congress this year 
can well use the baseball cry of “wait 
until next year!” The adjournment 
of Congress within the next few weeks 
or so will leave pending many tax law 
change proposals which, if enacted, 
would make major changes in the 
federal tax laws. 


Some of the more important tax 
bills and tax law studies which will be 
considered in the 1961 legislative year 
are: 


Reform of the income tax laws.— 
The House Committee on Ways and 
Means held extensive hearings on a 
future reform of the federal tax laws 
on income taxes. These hearings in- 
cluded a series of panel discussions 
on the revision of rate structures and 
broadening the tax base. Further 
legislative action is expected early in 
1961 on this exhaustive study. 


Taxation of cooperatives.—This pro- 
posed legislation was advocated by 
the Treasury Department and intro- 
duced as H. R. 7875. This bill deals 
mainly with the tax treatment of 
patronage dividends received by mem- 
bers of cooperatives. The Committee 
on Ways and Means held public hear- 
ings on the bill on February 1, 1960, 
and then announced it would take no 
further action in 1960. The Treasury 
is expected to again recommend Con- 
gressional action in 1961. 


H. R. 10491—de preciation.—This bill 
incorporates the recommendations of 
the Treasury Department to Con- 
gress on computing gain or loss from 
the exchange or sale of tangible per- 
sonal property subject to the depre- 
ciation allowance. This bill, if enacted, 
would apply ordinary income tax 
treatment on the gain from the sale 
or exchange of depreciable property 
to the extent of depreciation previ- 
ously taken by the taxpayer. Such 
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gain is now taxed at the more favor- 
able capital gains rate. This bill was 


vigorously opposed by taxpayers dur- 
ing the public hearings of the Com- 
mittee on Ways and Means on March 
7, 1960. On March 22 the committee 
announced that it would defer further 
action on H. R. 10491 indefinitely. 


Corporate distributions and reorgani- 
zations—Subchapter C.—- Preliminary 
hearings were held by the Committee 
on Ways and Means on H. R. 4459, 
which contained the recommendations 
of the committee’s Advisory Group 
on Subchapter C of the 1954 Internal 
Revenue Code. The panel’s recom- 
mended changes in the Code as to 
corporate taxation will also be carried 
over for consideration in 1961. 


These are but a few of the major 
tax bills and studies which will have 
to be taken up again in 1961. Of this 
group, the most important to tax men 
will be the tax reform legislation. 


The Commissioner 


Duties of tax administrator.—At 
the recent annual conference of The 
National Association of Tax Admin- 
istrators, an organization of state reve- 
nue officials, Commissioner of Internal 
Revenue Latham outlined what he 
considered to be the duties of a tax 
administrator, stated his views on the 
need for withholding amounts on div- 
idends, and explained the action he 
took to reinstate the long-standing 
IRS policy that employment agency 
fees are deductible. He also reminded 
his fellow tax collectors that they 
will never be popular. 


The primary tasks of the tax ad- 
ministrator, the Commissioner pointed 
out, are to provide leadership in his 
organization for efficient operation, to 
make sure that all taxpayers are treated 
fairly, to make every effort to antici- 
pate public reaction to new tax col- 
lection programs or policies, to be a 
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part of his taxpayer-relations program, 
to preserve friendly relations with the 
press, to earn the respect of legisla- 
tors whose mandates he must execute, 
to have the courage to take a stand 
when necessary, and to justify his 
organization’s annual budget estimates 
before the legislature. 


The Commissioner told the tax ad- 
ministrators that the federal-state tax 
information exchange program should 
be expanded as soon as possible: 


“Our figures would indicate that at 
present we are deriving substantially 
more than $10 million annually di- 
rectly from information furnished us 
by the States. We have been 
able, however, recently to expand the 
exchange areas; for example, in ad- 
ministering the Federal taxes on high- 
way use and special motor fuels, 
information received from the States 
has been of substantial value. We are 
constantly seeking other areas where- 
by an adequate quid pro quo on an 
exchange basis can be found.” 


He also pointed out that a revised 
agreement for exchange of informa- 
tion has been completed with Mon- 
tana, and the agreement with North 
Carolina will be up-dated shortly. 
The IRS is now negotiating for new 
agreements with California and Kan- 
sas, and preliminary discussions have 
been held with other states. 


The Commissioner cited the need 
to make sure that taxpayers are treated 
fairly by commenting on a recent rev- 
enue ruling which reversed an IRS 
policy in existence since 1920 which 
held that fees paid to employment 
agencies were deductible from gross 
income. 

“T didn’t know of this particular 
action by our Technical people until 
the protests began to pour in,” the 
Commissioner stated. “The interest- 
ing thing about these protests is that 
the bulk of them came from people 
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Yesterday | opposed the amendment 
to the rate extension bill which 
would deny expense deductions for 
entertainment and for gifts. . 
Reference was made ... . to the 
use of company yachts. The 
amendment does not deny expenditures 
for transportation or lodging of 
customers. Yachts provide 
transportation and lodging as well 
as food and drink. So | assume 
that if the yacht had a specific 
destination, the amendment would 
allow deductions for its use.— 
Senator Wallace F. Bennett. 


who were not affected individually, 
but who were simply opposed to what 
they thought was a revocation of a 
ruling of 40 years’ standing when rev- 
ocation was not required by either a 
statute or a new court decision. 


“After reviewing the situation, I 
agreed with the protestants and the 
ruling was revoked. It’s unfortunate 
that we are put in the position of not 
knowing our own mind, but I con- 
cluded that it was better to endure 
that criticism than to perpetuate what 
seemed to me to be an error.” 


The IRS educational program, started 
in 1959, urging taxpayers to report all 
dividends and interest on their tax 
returns was outlined to the tax ad- 
ministrators by the Commissioner. 
He told the state revenue officials that 
the IRS program had two aims in 
view: to increase revenues and to 
forestall legislation which would re- 
quire withholding from dividends 
until the IRS is certain that existing 
administrative procedures are inade- 
quate. 


“In this connection you may well 
ask why we questioned the advisabil- 
ity of withholding,” the Commissioner 
stated, “when we have had withhold- 
ing on salary and wages for many 
years. There are many answers to 
this question, but the fact is that any 
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statutory withholding provisions on 
dividends would vastly increase our 
administrative burden and might well 
work hardships on many persons. We 
honestly feel that statutory withhold- 
ing should be delayed until we have 
exhausted other means of subjecting 
to tax these sources of revenue.” 


Commissioner Latham reminded 
members of the association that they 
should be reconciled to the fact that 
tax collectors are not—and never will 
be—popular people. He told them it 
was not by chance that the term 
“tax” is derived from the Latin verb 
taxare, which means “to touch sharply.” 


Audit technique guidelines.—Na- 
tional office staffs of the IRS are de- 
veloping audit technique guidelines for 
use when auditing specific industries. 
These guidelines will be followed by 
IRS agents when auditing the returns 
of a taxpayer within a specific indus- 
try. They will point out accounting 
procedures, computation of reserves 
and other unusual audit methods fol- 
lowed by a particular industry, which 
will be of help to the agent during 
his examination. Already in use in 
the district director’s office in Hart- 
ford, Connecticut, are audit guidelines 
for use in the examination of insur- 
ance companies. 


Honorary degree awarded to Com- 
missioner Latham. — Commissioner 
Dana Latham returned to his alma 
mater on June 5, 1960, and received 
the honorary degree of Doctor of 
Laws from Ohio Wesleyan Univer- 
sity, at Delaware, Ohio. Mr. Latham 
received his Bachelor of Arts degree, 
magna cum laude, from the university 
in 1920, and serves as a trustee of 
Occidental College, a branch of Ohio 
Wesleyan University. 


The Tax Court 


Are a corporation’s expenditures 
for issuing stock dividends to its share- 
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holders deductible as a business ex- 
pense under Section 162 of the 1954 
Internal Revenue Code? 


This important question is now be- 
fore the Tax Court of the United 
States in petitions numbered 86422 
and 86423, filed recently by the United 
Industrial Corporation and its subsid- 
iary corporations. All corporate tax- 
payers have a stake in how the Tax 
Court will decide this question. 


In his 90-day letter to the United 
Industrial Corporation, the Commis- 
sioner held that such expenditures 
were capital expenditures and not an 
allowable deduction under the 1954 
Code. Fiscal tax years involved are 
1956 and 1957. Costs specifically dis- 
allowed by the Commissioner were 
New York Stock Exchange listing 
fees, printing costs for stockholders’ 
letters and for temporary and regular 
certificates, registrars’ fees, the cost 
of documentary stamps, and transfer- 
and-paying agents’ fees and expenses. 


The corporate petitioner told the 
Tax Court that the expenses incurred 
to issue a stock dividend in each of 
the years in question were in the same 
category as cash dividend expenses, 
and that the expenses of issuing stock 
dividends have been an allowable de- 
duction by the Commissioner since 
the inception of the income tax laws. 


During fiscal years ending in 1956 
and 1957, the United Industrial Cor- 
poration paid to its shareholders cash 
dividends amounting to 30 cents per 
share and also issued stock dividends 
amounting to 2 per cent of its out- 
standing common stock. The corpo- 
ration told the court that the declara- 
tions of stock dividends by its board 
of directors were motivated by the 
intent that the stock dividends were 
in lieu of and in substitution for cash 
dividends, and with the intention that 
the taxpayer’s business would benefit 
from the issuance of the stock dividends. 
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The books of interest to tax men which are reviewed 


BOOKS 


Philanthropic Foundations 


A Study of Company-Sponsored 
Foundations. Frank M. Andrews. 
Russell Sage Foundation, New York, 
New York. 1960. 86 pages. $1.50. 


This book is a study of what the 
author calls “a new species in the 
philanthropic world.” The company- 
sponsored foundation, he says, is play- 
ing an increasingly important role in 
the administration of the $418 million 
a year corporation philanthropy budget. 


The company-sponsored foundation 
is usually a tax-exempt and legally 
separate entity from the sponsoring 
company. Its assets are entirely in 
the form of contributions from the 
sponsor-company and others, and its 
sole task is the administration of these 
charitable contributions. This book 
analyzes the concepts of these founda- 
tions, utilizing the results of a survey 
on contribution programs in Chicago. 
The focus is on what they do and how 
they do it, and on how the contribu- 
tion programs of. companies with 
foundations differ from those of com- 
panies without foundations. 


Nontax Revenue 


Use of Service Charges in Local Gov- 
ernment. Gerald J. Boyle. National 
Industrial Conference Board, Inc., 460 
Park Avenue, New York 22, New 
York. 1960. 56 pages. $10. 


The costs of local government have 
risen sharply in recent years. The 


Books 


this month include a symposium on real estate taxa- 
tion, a study of company-sponsored foundations and 
an examination of budgeting principles and practice. 


local units have been forced to seek 
added sources of revenue—such as in- 
creasing charges for such local gov- 
ernmental services as municipal 
hospitals, swimming pools and golf 
courses, garbage collection and many 
others. In the period between 1940 
and 1957, revenues derived by local 
government from such service charges 
increased over seven times the original 
revenue, while property tax receipts 
tripled. 


This study is the first major work 
on the idea of local charge financing. 
Past and present trends of charge 
financing are reviewed within the gen- 
eral framework of established rev- 
enue, expenditure and debt patterns. 
The study concludes that service 
charges in the recent past have pro- 
vided adequate and steadily increas- 
ing revenues at reasonable costs, 
while at the same time meeting the 
criteria of certainty and convenience 
of collection, 


Budgeting for Management 


Budgeting Principles and Practice. 
Herman C. Heiser. The Ronald Press 
Company, 15 East 26th Street, New 
York 10, New York. 1959. 415 pages. 
$10. 


Herman C. Heiser is a certified 
public accountant and faculty mem- 
ber of the Temple University School 
of Business and Public Administra- 
tion. This book presents budgeting 
as a prime management tool for con- 
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tinuous profit planning and profit 
control. 


Emphasizing principles essential in 
building and maintaining a workable 
budget, the book shows how scien- 
tific budgeting procedures today en- 
able the business entity to make 


prompt, accurate decisions to adjust 
its courses of action as external and 
internal forces change. 

Heiser’s work is divided into three 
sections: 

Part I, “Budgeting for Planning 
and Coordination,” reviews the funda- 
mentals and explains the problems of 
communication among management 
personnel in evaluating proposed 
plans and the procedures in devising 
a co-ordinated program and obtaining 
requisite approvals. 


Part II, “Budgeting for Control,” 
describes and illustrates methods for 
measuring deviations from expected 
performance standards that have been 
set both for planned and for actual 
operations. 

Part III, “Budgeting and Control- 
ling Techniques,” details the process 
of establishing specific goals and the 
directing of particular activities to- 
ward accomplishing them. 
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Early in the book, a continuous 
illustration is provided by a budget 
in its finished form. This serves as a 
framework for the principles dis- 
cussed, and points up essential rela- 
tionships within the various segments 
of the budget. 


There are over 100 up-to-date forms 
and illustrations plus a lengthy index 
included in this volume. 


Real Estate Taxation 


Western Reserve Law Review. 
School of Law, Western Reserve 
University, Cleveland 6, Ohio. March, 
1960. 322 pages. $1.50. 


The March, 1960 issue of the West- 
ern Reserve Law Review carries a 
symposium on “Tax Problems En- 
countered in Real Estate Transactions.” 
A total of 12 articles covers the tax 
problems connected with acquisition, 
disposition and management of real 
estate. The material is based on a 
series of lectures given at the Second 
Annual Cleveland Regional Tax In- 
stitute in October, 1959. The institute 
was sponsored by the Cleveland Bar 
Association, with the cooperation of 
Western Reserve University and the 
Cleveland Bar Foundation. 

The articles examine some of the 
tax problems incident to real estate 
held as an investment or used in, or 
connected with, a business. They do 
not cover the personal use of real 
estate. The symposium represents the 
combined efforts of six leading tax 
authorities: Richard Katcher, Warren 
E. Hacker, Norman A. Sugarman, 
Howard M. Kohn, Norman T. Patton 
and Alan R. Vogeler. The aspects of 
real estate taxation covered range 
from determining and allocating “‘cost”’ 
for prorating property taxes to prob- 
lems of taxable dispositions. 

Robert L. Merritt is chairman of the 
institute’s Publications Committee. 
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Tax Problems 
of Business Organizations 


Tennessee Law Review. Tennessee 
Law Review Association, Inc., 1505 
West Cumberland Avenue, Knoxville 
16, Tennessee. Winter, 1960. 178 
pages. $1.50. 


This issue of the Tennessee Law Re- 
view is devoted to a symposium on 
business organizations, with particular 
emphasis on tax problems. The arti- 
cles are based on panels and papers 
presented at the Twentieth Annual 
Law Institute at the University of 
Tennessee. The first article deals 


with choosing the form of organiza- 
tion, Delineating six major forms of 
organization—individual proprietorship, 


“Yes, dear . . . yes, dear, yes. 


common law partnership, limited part- 
nership, joint stock company, business 
trust, and corporation—the article 
discusses tests for determining which 
form of organization best suits your 
business. 


Major chapters are devoted to part- 
nership tax planning and corporate 
tax planning. Problems in modern 
tax planning are mulled by tax ex- 
perts from throughout the country. 
The symposium ends with a discus- 
sion of state taxation of interstate 
commerce. Further problems in busi- 
ness organization and taxation are 
provided by the comments and case 
notes in this issue. The entire issue 
is a valuable reference work for the 
tax lawyer. 


| wrote you that | wish you were 


here, but the company is insisting that we follow the new Treasury 
regulations on travel expenses for other members of the family.” 


Books 
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—generously reduces the rate to 50 
per cent of the regular rate, that is, to 
1.25 per cent. If no new capital is 
used for this transaction, but, rather, 
a loan or share capital which has al- 
ready been subjected to this tax, a 
new tax, of course, is not levied nor 
is the difference between the regular 
and the reduced rate refunded. 


Shares Taken Over 
by Trustees 


Sometimes a foreign investor de- 
cides not to appear as incorporator 
or shareholder at all. For him a trus- 
tee subscribes to the shares and holds 
these for the foreign investor. It is 
perfectly in order, under German law, 
to bind the trustee by a voting agree- 
ment so that at a shareholders’ meet- 
ing he can cast his votes only as 
directed by the foreign investor. As 
to the incorporation tax, this is pay- 
able by the trustee or, alternatively, 
by the foreign investor if the tax 
authorities should get knowledge of 
his “constructive” ownership. 


Incorporation tax is payable by the 
newly formed company and not by 
the shareholders. ‘t is treated as a 
business expense for the purpose of 
income taxation. 


Special Ruling 
if Shares Are Paid for in Real Estate 


A special ruling applies if the shares 


are paid for in real estate. In this 


Fee for 
Notarization 
of Articles 


DM 436 
1,684 
3,260 


Capital of 
Company 
DM _ 100,000 

500,000 
1,000,000 
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case—and this is an exception to the 
rule regarding securities which are 
subject to a 2.5 per cent security 
transfer tax if brought into a company 
as payment for shares—both the 2.5 
per cent incorporation tax and the 
4 per cent land-purchase tax become 
due. Whereas the former usually is 
paid by the new company, the latter 
lies on the shoulders of both the seller 
and the buyer, but almost regularly 
is paid by the buyer. 


Expenses 
Court Fees 


For the registration of the articles 
and subsequent publication in a news- 
paper, the court will charge the fol- 
lowing fees: 

Capital of Company 
DM_ 100,000 
500,000 
1,000,000 


Fee 
DM 320 
920 
1,670 


Notary's Fees 


The articles of association drawn 
up by the incorporators must be evi- 
denced by a document made before a 
notary public or a court officer. In 
practice, invariably a notary public is 
employed. He also files the registra- 
tion application. The company comes 
into existence vis-a-vis third parties 
through its registration. 


The notary public is authorized to 
charge the following fees, as listed in 
his official rate tables: 


Fee for 
Registration 
A pplication 
DM _ 104 
416 
805 


Total 
DM 540 
2,100 
4,065 


[The End} 
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Meetings of Tax Men 


Tax Institute Symposium.—The Tax 
Institute, Inc., on September 29-30 in 
Chicago, will hold a symposium on 
“Management’s Stake in Tax Admin- 
istration—Federal, State, Local.” The 
Palmer House will be the headquar- 
ters for this fourth in a series of 
meetings and publications on the gen- 
eral subject of “The Impact of Taxa- 
tion on Management Responsibility,” 
which is being sponsored by the insti- 
tute. This latest meeting will provide 
joint exploration by management and 
government of this little-known topic. 


Dana Latham, Commissioner of 
Internal Revenue, will preside at the 
opening session on withholding of 
income taxes. Also speaking on this 
topic will be Thomas C. Atkeson, 
College of William and Mary, Ber- 
trand M. Harding, Assistant Commis- 
sioner, Planning & Research, Internal 
Revenue Service; George H. Kiten- 
daugh, manager, tax accounting serv- 
ice, General Electric Company; and 


Arthur D. Lynn, Jr., assistant dean, 
College of Commerce and Adminis- 
tration, Ohio State University. 


Sales and excise taxes will be dis- 
cussed at the afternoon session pre- 
sided over by Walter A. Slowinski, 
Baker, McKenzie & Hightower, Wash- 
ington, D. C. Papers will be given 
by Russell L. Hendricks, manager, 
tax division, The Procter & Gamble 
Company; Milton J. Kolb, tax depart- 
ment, Sears, Roebuck and Company ; 
and John R. Thompson, Esso Stand- 
ard Division of Humble Oil & Refin- 
ing Company. 

David A. Lindsay, General Counsel 
of the Treasury Department, will 
speak at a luncheon presided over by 
Dan Throop Smith, Harvard Uni- 
versity Graduate School of Business 
Administration, who is chairman of 
the symposium program committee. 
Joel Barlow, Covington & Burling, 
will preside at a dinner at which Rus- 


sell C. Harrington, former Commis- 
sioner of Internal Revenue who is 
now with Ernst & Ernst, will give the 
presidential address. 


Standards of property assessment 
will be discussed by J. B. Stapchinskas, 
office of tax affairs, Ford Motor Com- 
pany; Leslie E. Carbert, tax analyst, 
Pacific Gas & Electric Company ; James 
C. Kenady, land and tax commis- 
sioner, Great Northern Railway Com- 
pany; Ronald B. Welch, assistant 
executive secretary, property taxes, 
California State Board of Equaliza- 
tion; and Thomas A. Byrne, Milwau- 
kee Tax Commissioner. 

At the luncheon on September 30, 
Stanley J. Bowers, Ohio State Tax 
Commissioner, will speak on what is 
ahead in state and local taxes. 

The final session, “Management’s 
Interest in Uniformity in State and 
Local Taxes,” will include papers by 
Frederick L. Bird, municipal finance 
consultant; Charles C. Conlon, execu- 
tive director, Federation of Tax Ad- 
ministrators; James W. Martin, 
director, Bureau of Business Research, 
University of Kentucky; and John 
Dane, Jr., Choate, Hall & Stewart, 
Boston, Massachusetts. For more 
details, write to Tax Institute, Inc., 
457 Nassau Street, Princeton, New 
Jersey. 


Rocky Mountain Mineral Law In- 
stitute—On July 28-30 the Rocky 
Mountain Mineral Law Foundation 
will sponsor the Sixth Annual Rocky 
Mountain Mineral Law Institute, to 
be held at the University of Colo- 
rado in Boulder. Mineral law experts 
from industry, law firms, schools and 
the government will discuss, among 
other topics, legal and tax problems 
in the oil, gas and mining industries. 
To register, contact Kenneth E. Barn- 
hill, Jr.. Rocky Mountain Mineral 
Law Foundation, Fleming Law Build- 
ing, University of Colorado, Boulder, 
Colorado. 
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Here’s “something special” in the federal tax field . . . a fast-reading “tax tabloid” 
designed to post you each week on highlights of important new federal tax changes as 
they “break.” 1960 will probably see a good many, too! 


TAXES ON PARADE really fills the need for the busy tax man who wants quick- 


reading, capsuled “spot-news” of current developments, new rulings, and pertinent court 
decisions for fast, convenient reference. 


There’s no rummaging through a maze of words to find the real meaning of a tax 
ruling or decision. Everything has been weighed and sifted by CCH’s skilled federal tax 
editors to give you only what’s “important” . . . news at a glance. Bold check-list 
headlines help you pinpoint leading developments that may affect you. 


In addition to all of its weekly tax help, TAXES ON PARADE is useful as a rapid- 
reference guide to the full text of a significant tax ruling or decision. It includes anno- 
tations to CCH’s authoritative, widely used STANDARD FEDERAL TAX REPORTS, 
FEDERAL EXCISE TAX REPORTS and FEDERAL ESTATE AND GIFT TAX 
REPORTS. If you need the entire story, just check the paragraph reference and consult 
the Reporter—you’re in command of full details plus all the fine points of the law, 
ruling, or decision. 


You'll welcome the keep-you-posted help of TAXES ON PARADE. It can save 
you time, money and effort. Issued faithfully each week, it provides you with a con- 
tinuing flow of today’s federal tax happenings in minimum reading time. 


So, for a direct line on “what’s doing,” federal taxwise, enter your subscription to 
TAXES ON PARADE now! Your OK on the attached tear-off Order Card provides 
you with 52 weeks of tax facts and information for less than.15¢ a week. 
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